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activity and a forecast based on them. 


| An analysis of the key factors that determine the level of business 


I The Business Outlook for 
the Second Half of 1952 


conditions as excellent or difficult, as im- 


proving or worsening, may depend heavily 
upon where one is and what he is doing. The 
boom precipitated in 1950 by the fighting in 
Korea faltered in the following spring. Diver- 
gent movements in business which began in 
March, 1951 are still continuing in mid-May, 
1952. During this period we have witnessed 
sharp changes in various sectors of the econ- 
omy. To a remarkable extent, however, these 
concurrent changes have offset one another in 
such ways as to lend stability to some of the 
principal broad measures of economic con- 
ditions. 

The most striking instance of stability is 
that of the usually fluctuating Federal Re- 
serve Board index of the physical volume of 
industrial production. This declined by less 
than 2 per cent from April, 1951 to April, 
1952. Except for effects of the first short steel 
©) strike, the decline would probably have been 
| less than 1 per cent, an almost insignificant 
=) change. But this remarkable stability of total 
=) output occurred because serious declines such 
as the 20 per cent drop in textiles were offset 
@ by increases such as the 10 per cent rise in 
© the output of machinery. 
| Similarly, from the second quarter of 1951 
©) to the first quarter of 1952 the gross national 
| About the author— 
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product rose by a comparatively moderate 3 
per cent. A decline of 18 per cent in the rate 
of gross private domestic investment offset 
most of the 30 per cent rise in the rate of 
government purchases of goods and services 
for national security. At annual rates business 
investment in inventories fell by about the 
same amount as government spending for pur- 
poses of national security increased. A $1 bil- 
lion decline in personal consumption expendi- 
ture for durable goods, which was keenly felt 
in some lines, was small by comparison with 
the rise of $5 billion in spending for non- 
durable goods or of $2.5 billion for services. 

Turning to prices, the consumers’ price in- 
dex of the Bureau of Labor Statistics rose 
from April, 1951 to April, 1952 by slightly 
less than 2 per cent. Meantime the Bureau’s 
index of wholesale prices declined almost 4 
per cent. Much more striking are the move- 
ments of certain subgroups within this aver- 
age. These ranged from a rise of 40 per cent 
in the index for fresh and dried fruits and 
vegetables to drops of more than 50 per cent 
in the indexes for hides and skins and for 
inedible fats and oils. The Bureau’s index for 
28 basic commodities fell more than 20 per 
cent. 

Nonagricultural employment has in recent 
months held quite steady at high levels, and 
figures for unemployment have run at 2 mil- 
lion or less. But the unemployment has been 
sufficiently concentrated in New York, De- 
troit, and New England to be locally trouble- 
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some at the same time that some shortages of 
labor have been felt in areas experiencing 
rapid increase in defense-related production. 

The foregoing points indicate the uneasy 
balance among shifting forces which has now 
persisted for more than a year. Will this kind 
of balance continue throughout the second 
half of 1952? If not, will the general move- 
ment be upward or downward and will it be 
steep or mild? 

Our most inclusive measure of economic ac- 
tivity is the gross national product. This is 
expressed in terms of the aggregate of sums 
spent for goods and services in the national 
economy. In appraising the prospective size 
of this aggregate it will be helpful to follow 
the usual classification of spending by: 

1. Consumers for current consumption; 

2. Business firms for new construction, 
equipment, and changes in inventory, 
and by consumers and investors for new 
housing ; 

3. Federal, state, and local governments for 
goods and services. 

A fourth factor is net investment abroad. Al- 
though this has fluctuated widely relative to 
its own average size, and is sometimes nega- 
tive, it has of late been negligible in compari- 
son with any of the other three items and 
promises to continue so through 1952. The 
chief immediate reason for its small size since 
1947 is that so large a part of American ex- 
ports has been paid for by the United States 
government as Mutual Security Aid and the 
cost entered under federal government pur- 
chases of goods and services. 


Government Purchases 


It seems desirable to begin our analysis of 
prospects by a consideration of government 
expenditure. This is so because of the great 
size of the estimates of increase in spending 
' for rearmament. The rate of spending for this 
purpose may be accelerated or retarded by 
changing prospects of war or peace, by in- 
creasing or decreasing international tensions. 
The forecast here attempted is based upon the 
risky assumption that these tensions will con- 
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tinue through 1952 much as in recent months, 
Prediction of an unlimited war seems unwar- | 
ranted, and efforts to gauge the economic 
effects of one appear futile in any case. On | 
the other hand there seems slim prospect that | 
the communists will this year lull the United 
States into reducing its rearmament goals. | 
To an outsider there are bewildering diver. 
gencies in the sets of figures that come from 
Washington about the current rate of spend. | 
ing for defense and the rates anticipated for 
the early future. One source of confusion lies 
in the fact that estimates may refer to differ- 
ent things: (1) rate of ordering, (2) progress 
in production, (3) payment for the goods, or 
(4) delivery to the armed forces. The Office 
of Business Economics of the Department of | 
Commerce, which computes the gross national i 
product, is said to time its figures for spend- 
ing for defense goods by date of delivery, 
This increases somewhat the difficulty of pre- 
dicting the quarter to quarter changes in this 
item. 
The rate of increase in government spend- | 
ing for national security was surprisingly slow 
during the second half of 1951. This helps to 
explain the lack of inflationary pressure once — 
expected for this period. There now seems no 
likelihood that this item will reach the $65 
billion rate for the last quarter of 1952 which 
President Truman forecast in his budget mes- 
sage. Defense expenditures will continue to 
grow, but will be retarded by reluctance to 
freeze designs and to order large amounts of — 
equipment that would quickly become obso- 
lete. 


Defense outlays rose rapidly from quarter 
to quarter for the first four quarters after the - 
invasion of South Korea. This rise sprang in 
part from the rapid expansion in the size of © 
the armed forces which led to a rapid growth — 
in expenditures for food, clothing, and mili- 
tary pay. Since the number of persons under 
arms is no longer increasing, we must look to 
deliveries of equipment for most of the further 
rise in rate of expenditure. A preliminary esti- 
mate gives $47.5 billions as the annual rate 
of government purchases of goods and services 
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for national security for the first quarter of 
1952. It appears reasonable to expect the rate 
to be $10 billion higher, at $57.5 — in the 
fourth quarter of 1952. me 

“Other” government spending for cis and 
services also bulks large. It is rising less rapid- 
ly but steadily. This is partly because of an 
increase in the number of persons employed 
and in the quantity of goods purchased, and 
partly because of rising wages and higher 
prices. In the first quarter of 1952 purchases 
by the federal government of nondefense 
goods and services were at an annual rate of 
about $5 billion. Purchases by state and local 
governments were at a rate of $22 billion. 
The rise in the latter item will probably be 
accelerated by the abandonment of the “vol- 
untary” credit restraint program and by the 
releases of larger supplies of construction ma- 
terials not required by the defense effort. In 
the final quarter of 1952 “other” federal, 
state, and local spending will probably be up 
$1.5 billion at annual rates for a total of 
$28.5 billion. 

The foregoing brings to $86 billion at 
annual rates the total of goods and services 
likely to be acquired by all levels of govern- 
ment in the fourth quarter of 1952. This pre- 
dicted increase in government spending will 
probably be offset in part by a decline in gross 
private domestic investment. 

Capital Outlays 

Private capital outlays are for new con- 
struction, producers’ durable equipment and 
additions to business inventories. We shall 
consider briefly the prospects of each of these 
in turn. 

The prospects for construction during the 
rest of 1952 appear better than was generally 
thought as the year opened. Spending for resi- 
dential construction was at an annual rate of 
about $10.5 billion in the first quarter of the 
year. This is down from an annual peak of 
$13.7 billion in the third quarter of 1950 but 
up slightly from the tight-materials and tight- 
money period of the last three quarters of 
1951. Will this increased rate of spending for 
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housing carry through the final quarter of 
1952? 

Several factors suggest doubt that it will. 
The housing boom has now run for six years. 
The marriage rate has declined sharply and 
seems certain to continue depressed for several 
years because of the low birthrate of the early 
30’s. In some areas signs of weakness have 
appeared in the demand for new houses and 
the ratio of apartment vacancies has increased. 
Add to these considerations the fact that over 
the years the cost of construction has risen 
considerably more than has the general price 
level and one is tempted to predict a decline 
in new residential building this year. 

Yet the recent Federal Reserve survey of 
consumer plans for spending indicates that 
the number of family units with fairly definite 
plans to buy houses in 1952 is about as great 
as it was a year earlier for 1951. This is made 
more impressive by the fact that the number 
intending to buy houses in 1953 is about equal 
to the number planning to buy this year. 

Evidently the demand for housing is still 
great. Efforts to supply that demand are prob- 
ably not to be much handicapped this year 
by shortage of materials. Credit limitations 
have been eased. Mortgage money is in better 
supply, and credit terms will probably be 
eased further should new housing starts show 
signs of substantial decline during the current 
year. The balance now seems slightly in favor 
of the prospect that spending for new housing 
will still be running at close to the $10 billion 
dollar rate in the last quarter of 1952. 

Other new private construction at annual 
rates ran at about $11.5 billions in the first 
quarter of this year. The prospect of some 
decline in 1952 in this sector appears some- 
what greater than in the field of housing. The 
SEC—Department of Commerce estimates of 
capital expenditures indicate a moderate de- 
cline from the current high rates for the latter 
part of the year. Capital expenditures in the 
commercial and miscellaneous sectors and in 
non-defense manufacturing industries have al- 
ready turned down. The decline in construc- 
tion is naturally coming earlier than the de- 
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cline in outlay for equipment. But the deferral 
of projects for the past year, and the con- 
tinued high rate of residential building, which 
creates demand for associated facilities, should 
hold to moderate limits the decline in private 
construction for commercial, social, and insti- 
tutional purposes. 

In a few defense-related industries the pol- 
icy of building up productive capacity calis 
for plant construction at a higher rate than 
hitherto. But these instances appear insuffi- 
cient to offset the expected declines in other 
sectors. A reasonable annual rate for private 
construction other than residential in the final 
quarter of 1952 would seem to be $10 billion. 


Outlays for Equipment and 
Machinery 


For the first quarter of 1952 private ex- 
penditures for machinery and equipment are 
estimated to have been at the annual rate of 
$30 billion. The figures arrived at in gross 
national product are considerably higher than 
those indicated in the periodic SEC—Depart- 
ment of Commerce estimates. This is said to 
be primarily because in the gross national pro- 
duct figures outlays for equipment are in- 
cluded which firms charge to current account. 
Also the gross national product figures include 
the machinery and equipment outlays of 
farmers. 

The SEC—Department of Commerce esti- 
mates should, however, be of much help in 
forecasting the capital outlays for producers’ 
durable equipment as estimated in gross na- 
tional product. On this basis one should expect 
expenditure for equipment in 1952 to exceed 
by over 3 per cent the record-breaking level 
of last year. Among the manufacturing indus- 
tries those with the greatest planned increases 
in expenditures are companies in iron and 
steel, non-ferrous metals, petroleum refining, 
electrical machinery, and transportation equip- 
ment. Increases are also projected for the 
chemical, motor vehicle and electric and gas 
utility industries. To assure the success of 
these programs government allocations, chan- 
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neling of raw materials, accelerated deprecia- | 


tion allowances in strategic industries, and 
government guaranteed and direct loans and 
purchase agreements are being used. In the 
light of the official survey of the intentions of 
business it seems reasonable to predict only 
a moderate decline to $27.5 billion at annual 
rates in the outlays for equipment during the 
last quarter of 1952. 


Additions to Inventories 


Business spending for inventories has been 
one of the most unstable factors in gross na- 
tional product. After the invasion of South 
Korea additions to inventory became one of 
the strongest factors in the expansion of eco- 
nomic activity. The increase at annual rates 
of $16 billion in the second quarter of 1951 
has already been mentioned. This rapid ac- 
cumulation of inventories in the face of re- 
duced consumer buying led to curtailment of 
orders and to contraction of output in over- 
stocked lines. This contraction of output plus 
three successive quarterly increases in total 
personal consumption expenditures have 
brought additions to the total of business in- 
ventories almost to a standstill. 

Though the total of all business inventories 
has not been reduced this is because increased 
manufacturers’ stocks of semi-finished defense 
goods and of certain non-defense durables 
have offset the reduction in inventories of re- 
tailers. Retailers’ stocks of home furnishings 
are down sharply. Radio and television sets 
are down by 60 per cent. Manufacturers’ in- 
ventories of some lines of durable civilian 
goods are still large and can be reduced. 
Stocks of nondurables in the hands of manu- 
facturers are still fairly heavy in several lines 
but holdings of wholesalers and retailers are 
now moderate. Stocks of durables should not 
change greatly and some of the manufacturers’ 
inventories of nondurables will be shifted to 
retailers. Expansion in defense output and 
some improvement in textiles and other cur- 
rently depressed lines will probably result in 
last quarter additions to inventory of $2.5 
billion at annual rates. 
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Personal Consumption 
Expenditures 

For the final segment of gross national pro- 
duct we turn to consumer outlays which repre- 
sent over 60 per cent of total spending. We 
have already mentioned that the rise in out- 
put, prices and national income, so widely pre- 
dicted for ’51, faltered before the year was 
half over. Slowness of arms delivery was not 
the sole reason. A major factor was the large 
increase in personal savings out of current 
income. In the third quarter of 1951 total per- 
sonal income after taxes was up almost $18 
billion from the same quarter of the year be- 
fore. In the face of this huge increase in 
income the people as a whole increased their 
spending by only $2 billion. 

Several factors contributed to this develop- 
ment. One was the tightening of consumer 
credit. Another was the overbuying consumers 
had done in the third quarter of ’50 and the 
first quarter of ’51. A third factor was the long 
period of heavy consumer buying of durable 
goods in 1947, ’48 and ’49. Finally, consumers 
concluded that rearmament was not going to 
encroach upon civilian output as much or as 
soon as they had at first expected. The result 
was a rate of savings rising to almost 10 per 
cent of personal income after taxes. 

What rate of saving may we regard as 
“normal” for these times? The average in 
1947, ’48 and ’49 was only 3.5 per cent. The 
average for the seven quarters since Korea 
has been just under 7 per cent. But it has 
varied from 2.2 per cent in the third quarter 
of 1950 to 9.2 per cent in the third quarter 
of 1951. 

Personal incomes will rise because of higher 
pay, together with a small increase in employ- 
ment. No change in personal income tax rates 
is in prospect for this year. Assume that by 
the last quarter of ’52 personal incomes after 
taxes are up by $7 billion. Assume a consumer 
spending rate of 92 per cent of income, or a 
saving rate of 8 per cent. This gives for the 
last quarter of ’52 a rate of consumer expendi- 
ture of $215 billion. 
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The Federal Reserve survey of consumer 
finances indicates that consumers continue in 
a fairly cautious mood. Although a majority 
indicate an expectation that prices will rise 
slightly this year they do not consider this a 
good year for buying. The reason most often 
given for this attitude is, however, that prices 
are too high. Presumably these consumers ex- 
pect to see somewhat lower prices in a year 
or two. If this mood continues the assumption 
of an 8 per cent rate of saving seems reason- 
able. Should the firming of prices that is now 
appearing in some lines combine with the sus- 
pension of Regulation W to put consumers 
back in a buying mood, an annual expenditure 
rate of $217 billion might prove somewhat 
too low. At present, however, the odds seem 
to favor a continuance of moderate conserva- 
tism. 

The accompanying table summarizes our 
predictions concerning gross national product 
in the last quarter of 1952. These figures are 
not offered with confidence either in the total 
or in the relative sizes of the various subtotals. 
They are presented in the hope that they may 
assist the reader in making his own forecast 
or in the reappraisal of one which he has 
already made. 

GROSS NATIONAL PRODUCT 


(In billions at annual rates) 
First quarter Fourth quarter 


1952 1952 
(estimated) (predicted) 
n 
Expenditures . $209.0 $215.0 
Durable goods . $ 25.0 $ 25.5 
Nondurable 
goods ....... 115.0 118.5 
Services ....... 69.0 71.0 
Capital outlays .. 54.0 50.0 
Residential 
construction . 10.5 10.0 
Other 
construction . 11.5 10.0 
Producers’ dur- 
able equipment 30.0 27.5 
Additions to 
inventory .... 2.0 2.5 
Net export surplus 1.5 —_ 
Government 
purchases .... 74.5 86.0 
Defense ....... 47.5 57.5 
Other ......... 27.0 28.5 
Totrat Gress Na- 
TIONAL PRopucT $339.0 $351.0 
(Continued on page 40) 
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| Will human adaptability—to tax burdens and governmental policies— 
lead us stepwise into greater business and economic difficulties? 


Where Do We Go From Here? 


NE of the marvelous things about the 

human mind is its adaptability to chang- 
ing situations. It heals our hurts, and it spurs 
our progress by leading us quickly to take for 
granted the goals of yesterday and set new 
goals in their place. And it may, on the other 
hand, lead us step by step into an occasional 
booby trap. 

I have jotted down a few statements from a 
magazine article on the $5,000 income. As the 
article points out, the $5,000 income before 
the war was a good income. The man who 
earned it was not regarded as wealthy, but he 
was in very comfortable circumstances. It per- 
mitted him to have a house in the better part 
of town, to buy a new car every two or three 
years, to save money for his children’s educa- 
tion and for his own retirement. His family 
ate well, were clothed well. His position and 
condition were definitely above average. In 
fact, governors and other top officers of many 
states drew that salary. 

But, like the old gray mare, the $5,000 in- 
come definitely “ain’t what it used to be.” 

Here are a few quotes from the article that 
show why: 

“Round steak costs an average of 78 cents 
a pound. It was 39 cents in 1941. Milk de- 
livered for 13 cents in 1941 is nearly 19 cents 
now. 
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“Fuel is higher. Fuel oil is 11 or 12 cents 
a gallon now, compared with the 1941 average 


of 8 cents a gallon. Soft coal ranges from $12 
to $14 a ton. The i941 price was about $9.10. 


“A new car, costing at least $1,200, may be — 
out of reach entirely unless several years’ 


savings are on hand.” 
Well, I know some of you have already 


reached the conclusion that my statistics are — 


falling down badly. Mentally you are asking, 
“Where does this chap find a steak for 78 
cents, oil for 11 cents a gallon, and, of all 
things, a new car for 1200 bucks?” 

I can assure you that my magazine is a well 
respected publication—The United States 
News. The article, however, happens to be 
from its issue of August 22, 1947. 

I merely wanted to demonstrate the adapta- 
bility of the human mind. We became accli- 
mated to prices like that a scant four or five 
years ago and today are already coming to 
accept a dollar as the normal price of steak 
and something like $18 as the cost of a ton 
of coal. And if we iay hands on a new car for 
less than $2,500 we definiteiy aren’t putting 
on any airs. 


The Danger of Adaptability 


In the past ten years we have been in an 
era of rapidly changing situations, yet step 
by step we have adapted our thinking to these 
changes. In 1941—that is, for the taxable year 
1940—our $5,000 man paid an income tax of 
about $70, assuming an average size family 
of four persons. This past March 15th he paid 
almost $430—a six-fold increase in eleven 
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years. And meanwhile hidden taxes, excise 
taxes, and state and local taxes have gradually 
increased until altogether government is tak- 
ing almost one-third of his earnings.* 

He doesn’t like this, but he doesn’t quite 
know what to do about it. Moreover, he prob- 
ably doesn’t fully realize the load he is carry- 
ing—because ten years of hot war, cold war, 
and warm war have conditioned him to con- 
sider almost “normal” a governmental cost 
that would have made his father shudder in 
complete despair. 

It is this near-complacency to our present 
situation that I had in mind when I said that 
the adaptability of man’s mind could lead 
him stepwise into a trap. While many of us 
realize that all is not well in our economy, too 
many are only partially aware of it. Some con- 
sider it an open question . . . and there are 
even some who believe that the inflationary 
course of the past ten years has been funda- 
mentally good. They are the boys who say, 
“We never had it so good.” And from their 
individual standpoint perhaps they are right. 

One reason for this, of course, is the com- 
plete lack, or at least distant vagueness, of 
any sound basis for comparison. The major 
part of our working citizenry—whether they 
be office workers, production workers, execu- 
tives or independent businessmen—are pro- 
ducts of the depression or post-depression 
period. 

Those whose work-day memories stop short 
of 1930 can only compare today’s “easy 
money” with the breadlines of two decades 
back. And those whose memories are even 
shorter have never known anything other than 
big government, war, and a steadily rising 
curve of inflation and taxation. 

Another reason, obviously, is that relatively 
few people have remained frozen to their in- 
come bracket. The average man at least seems 
to be better off than he was five or ten or 
twenty years ago—and in most cases I have 
no doubt he really is. We should be in sorry 

*Income tax figures computed. 1940 by Frank 
Harlow; 1951 by Woodman. There was a big pon 4 


between 1940 and 1941. 1941 tax would have 
about $285. 
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shape indeed if we had made no net progress 
over the past two decades. 

But there is some question in my mind 
whether we have progressed as much as we 
should have. And there is a very serious ques- 
tion in my mind as to where we shall be in 
1962 .. . or in other words, where do we go 
from here? 


The Cost of Defense 


I think perhaps I should make it very clear 
at this point that in whatever I say here today 
I am not ignoring the unfortunate fact that 
much of our recent past, and apparently much 
of our immediate future, is influenced greatly 
by something over which we have no control. 
In plain language, and without going into de- 
tail or pointing the finger at any individual or 
nation, the world is in a mess. And we’re right 
in the middle of it. 

Because of our position—our military and 
economic strength—we are stuck with bearing 
the largest share of the cost of straightening 
out the mess and preserving the freedom, the 
dignity, the opportunity of the individual as 
we have known it and would like others to 
know it. And we’re not going to get off at a 
cheap price. 

But one serious question arises. Our willing- 
ness to pay is not necessarily a measure of our 
ability to pay. A man may be willing to go 
out tomorrow and buy a new house, a new car, 
a range, washer, and clothes dryer for his 
wife, and two new bicycles for the kids... 
but unless he wants to bring disaster on him- 
self and his whole family he had better con- 
sider whether or not he is able to handle all 
those things at one time. 

The same, I believe, is true for nations. 
Whatever our economic strength—however 
favorably it may compare with that of other 
countries—it is not infinite. And our military 
strength is fundamentally economic—for men 
are poor soldiers if we cannot provide them 
with food and clothing and guns. 

So perhaps it is high time we took a second 
look at our adility and considered it in rela- 
tion to our plans. We may find that we will 
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have to decide between the range and the 
clothes dryer, or that the bicycles will have 
to wait. 


Opportunity and American 
Progress 


Our progress as a nation, from a few rebel- 
lious colonies on a largely unexplored and un- 
settled continent has been something the world 
has never witnessed elsewhere . . . and some- 
thing it may well never see again. There was, 
of course, no single cause. The wisdom of our 
forefathers in encouraging widespread educa- 
tion, for example, has been of inestimable sig- 
nificance. And perhaps the challenge of geo- 
graphical frontiers bred into the American 
people of later years an instinct to challenge 
frontiers of a different sort. 

But whatever the complexity of the pat- 
tern from which our success has been woven, 
it appears that there has been one continuing 
thread. We early elevated the law of self 
preservation to a high degree of refinement 
which we might call opportunity. We threw 
off the feudalism of Europe and the slavery 
of the East. We discarded the caste system. 
And we said to each American man and fam- 
ily, “Here is land, here are resources. You are 
free to use them and better your condition of 
life to the extent of your own ability and 
initiative. And the law of this land will recog- 
nize and protect your right to the product of 
your labor and will limit you only when you 
infringe that same right in your neighbors.” 

Well, I wonder if we still have that same 
philosophy today when our combined govern- 
ments say to a man, “Today you have earned 
a dollar. Give us 30 cents and you may keep 
the rest. But come back tomorrow. Possibly 
we will want fifty.” 

I wonder if we have equality of opportunity 
when government says to one businessman, 
“You may charge no more than so-and-so for 
your product.” And to another, “If you can’t 
get such-and-such a price for your potatoes 
we will make up the difference and spread it 
among the taxpayers.” 

I wonder if there is incentive for men to 


work well when government says, “Your wage 
must be frozen to prevent inflation. However, 
we will determine what we wish to spend and 
then determine our income accordingly.” I'll 
wager 150 million people would like to be able 
to regulate their income according to their 
spending desires. . 

I wonder if there is moral honesty where 
government exhorts the individual to live 
within his income to fight inflation while at 
the same time itself following a precisely op- 
posite course on a gigantic scale. 

Can any of us conscientiously urge a man 


to buy government bonds when the probabil- — 


ity is that he will ultimately lose a substantial 
portion of the purchasing power he invests? 
Can we advise him to postpone the purchase 
of a car, a house, an extra suit of clothes—to 
help fight inflation—-when we know he will 
only be spitting against the wind of the gov- 
ernment’s own inflationary policies . . . and 
he will end up, in but a few months making 
his purchase at an extra cost of five or ten 
per cent? 


Impact on the Incentive of 
Opportunity 

Most of all I wonder what is happening to 
the mainspring of our economy,—the incen- 
tive of opportunity—the opportunity of an 
American to better his condition of life 
through work, through thrift, through invest- 
ment of his savings in productive and profit- 
able enterprise. 

Thus far we have seen no notable break- 
down in incentive, either individual or corpor- 
ate ... largely, I think, because of the adap- 
tive power of the mind. But where do we go 
from here? How long can we follow our pres- 
ent course before a breakdown does occur? 

duPont’s Crawford Greenewalt posed that 
question recently when he said: ‘Somewhere 
in our organization is the man who, in years 
to come, will succeed me in my present posi- 
tion. I don’t expect that problem (of finding 
him) will present too many difficulties.” But 
what about Ais successor? He recognized that 
there are other incentives than money, of 
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course. But I think he put them in their 
proper place when he said that if financial 
incentives fail, “certainly the desire for power, 
or the desire for prestige, or admiration, are 
not characteristics that would be expected to 
lead to the kind of competence we need in 
business management.” 

To which I can only add that much as the 
idealists may scorn “mercenary” motives the 
world has seen much too much in recent years 
of men who were spurred by the desire for 
power and prestige. 

The only other incentive I can see is pure 
altruism. And while altruism exists in each of 
us in varying degrees, I suspect it exists in 
the average human being very much in pro- 
portion to the extent he can afford it. The 
man with an empty stomach can afford very 
little altruism. The law of self preservation is 
much stronger. And, as I suggested before, I 
believe the opportunity to better one’s condi- 
tion of life is but a refinement of the law of 
self preservation. 

So how far can we go before our incentive, 
and the thriving economy it has produced, 
begins to fall apart? We have acclimated our- 
selves step-wise to our present position. I can 
remember, not so long ago, when the cost of 
government, state, federal and local, in this 
country was approaching 20 per cent of our 
national productivity. We felt it was danger- 
ous then . . . and we looked apprehensively at 
England where government costs had already 
passed the 25 per cent mark. 

And later on we would gladly have settled 
for 20 per cent as we passed the 25 per cent 
mark ourselves in the necessity of fighting a 
global war. And we saw England taking 30 
per cent, and her productive incentive so re- 
tarded that we had literally to carry coals to 
Newcastle. And we said to ourselves, “We 
seem to be standing up under 25 per cent... 
but heaven help us if the cost of government 
ever takes 30 per cent of all we can produce.” 

In 1951 it did take 30 per cent—despite 
the repeated warnings of historians and econ- 
omists that 25 per cent is the approximate 
turning point between free capitalism and 
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socialism . . . and between a potentially stable 
economy and uncontrollable inflation.* 
‘Somewhere there must be, inevitably, that 
fabled last straw. I don’t know where it is... 
but there are already some prophetic straws 
in the wind. 


Taxation and Investment 


Let me cite one example—one straw—from 
my own company. And I might point out 
parenthetically that corporate management, 
being intrusted with the savings of its indi- 
vidual stockholders, must consider the interest, 
the incentives, they wou!d consider in invest- 
ing those savings. 

We have been considering the construction 
of a certain production plant. I might say that 
the product is a basic chemical having a 
healthy outlook for the future. It is an old 
product with us—one in which we have had 
years of production and sales experience. Plant 
obsolescence is relatively low, and raw ma- 
terial costs are extremely favorable. 

In other words here is a product in which 
everything seems to be in favor so far as 
expanding production is concerned. 


Now, I’d like to insert what the drama. 


writers call a “flash-back.” According to the 
building index we could have built this plant 
two years ago, in 1950, for $9,000,000. As- 
suming capacity operation our yearly gross 
profit before tax would have been two-and-a- 
quarter million or thereabouts, which would 
have been taxed at 38 per cent. This would 
have left us with a profit after tax of 
$1,395,000—a 15.5 per cent return on our 
investment—which I am quite sure would 
have been regarded as equitable. 

Well, a proposal to build such a plant was 
brought before our board of directors last 
month. This is not 1950, however, but 1952 

*“Fact and Forecast,” published by The Tax 
Foundation, cites figures as coming from Department 
of Commerce showing taxes (federal, state and local) 
as percent of net national product as follows: 1940— 
18.2%; 1943—26.4%; 1946—25.3%; 1948—24.0%; 
1949—23.3%; 1950—25.9%; 1951—30.0%  (esti- 
mated). These are for calendar years. No figures 
available on England but seems they were for many 


years 5% or more ahead of us. The whole reference 
is therefore loosely phrased. 
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. . . and the prognosis looks something like 
this: The plant would now cost us 11 per cent 
more, or ten million dollars plus. And assum- 
ing capacity operation and present prices we 
could expect to realize the same profit before 
tax of two-and-a-quarter million. But now this 
profit would be taxed not at 38 per cent but 
at 70 per cent. We would therefore be left 
with a profit after tax of $675,000 or 6.8 
per cent on our investment . . . and if we paid 
70 per cent of those earnings in dividends the 
stockholders would receive only 4.7 per cent 
on their investment. 

I presume you already have guessed that 
we did mot. authorize that construction. 

You may wonder at this because you may 
be aware that we are a rapidly growing com- 
pany and are currently expanding at the rate 
of around $100 million a year. This does not 
mean, of course, that we have cancelled our 
plans to expand. It so happens that this par- 
ticular product requires a relatively high fixed, 
or plant, investment per dollar of sales. We 
can find other products, which may have 
higher raw material and labor costs, but have 
lower plant investment costs. And on them we 
can perhaps give our stockholder a better re- 
turn on each of his dollars that we tie up in 
facilities. 

The point is that we did not see sufficient 
incentive to expand an old-line, basic, useful 
product . . . and have been sent fishing else- 


where for a greater incentive, a better oppor- . 


tunity. This, I think, is a bad straw in the 
wind. 

Taxation and Personal Earnings 

Well, I wonder if the same thing isn’t hap- 
pening to individuals. I wonder if the man 
who gets a raise today—if he can get one 
under wage and salary controls—feels the in- 
spiration, the elation of “getting ahead” .. . 
or if he accepts it with a shrug, a wry smile 
and the cold, if comforting, knowledge that 
at least he is keeping even. 

I expect many of you read the article on 
the income tax which appeared in the March 
10th issue of TIME magazine. As I read this 


history of the income tax I couldn’t help being 
reminded of another reference concerning the 
Congressional debate when the 16th Amend- 
ment was being considered, back in 1913. 

An eminent constitutional lawyer attacked 
the income tax idea as being socialistic. If the 
government could levy a tax on incomes at 
two per cent, he said, there was no reason 
why, at some future time, it could not tax 
away 50 or even 100 per cent of incomes. 

I believe it was Senator Borah who rose in 


righteous wrath to demand who would levy — 
these taxes of 50 or 100 per cent. “Certainly,” — 


he said, “no government in ¢his country would 
ever descend to such depths of fiscal de- 
pravity.” 

Well . . . I’d better not comment. Anyway, 
the TIME article was a jocular one, in the best 
tradition of an American’s God-given sense of 
humor. But it seemed to me that beneath its 
jocularity was an undercurrent of desperation. 

And I wonder if there isn’t a deal of des- 


peration beneath the jocularity of the average — 


American wage earner and taxpayer. I won- 
der if he doesn’t feel he has been too long upon 
a treadmill—that he has been bailing ever 
more rapidly against an ever-enlarging leak in 
the boat. Every so often he is given a larger 
bucket to bail with, but even so, the futility 
of it will eventually overcome him unless the 
leak is repaired or retarded. 

It is true that the average man may not 
realize, may not even believe, that government 
is taking almost a third of his earnings. He is 
too prone, perhaps, to look only at his income 
tax and consider that it represents the bulk 
of his share in government. Perhaps he only 
lumps his troubles vaguely under something 
he may call “the high cost of living.” 

It has been estimated, however, that the 
$4,500-a-year man will pay about 29.6 per 
cent of his income in taxes. The average chap 
earning $3,500 will pay 25.3 per cent . . . and 
the fellow who earns as little as $2,500 will 
pay more than 25 per cent. And to lend 
further credence to these estimates Senator 
George of Georgia stated in LOOK magazine 
of last January 29 that the complete confisca- 
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tion of all taxable income over $8,000 would 
yield only an additional $4.2 billion—or 
enough to run the federal government for 
about 22 days.* 

So the average American in the middle or 
lower income group can put it down to cold 
fact that, whether he realizes it or not, he is 
paying 25 to 30 cents of every dollar he earns 
for the support of his federal, state and local 
governments. 

Does he spend this much on food? On shel- 
ter? 

As I see it, civilized man has certain needs 
for a healthy, happy and secure life, which 
he must supply from his own labor and which 
to some degree he can vary in proportion ac- 
cording to his own preferences. They are food, 
shelter, clothing, certain plus factors such as 
education, recreation, comforts, and an estate 
for his declining years. His other basic re- 
quirement is government—to protect his 
safety and his rights as an individual, and to 
supply certain services which it is not logical 
or economical for the individual or business 
entity to supply. 


Government Expenditures 
Out of Balance 


Somehow in recent years the cost of this 
last factor has gotten completely out of bal- 
ance in relation to man’s other needs. I don’t 
believe the average family spends 30 per cent 
of its income on food, or on shelter, or on any 
other primary factor of living. Yet it has been 
taught to spend this much for the protection 
and services of government. And unlike the 
other business-supplied elements, there is no 
effective competition to bring the cost of gov- 
ernment down. 

Purely apart from our national security we 
have developed in this country a “luxury” 
type of government. We have permitted our- 
selves to be sold a chinchilla coat when what 
we need is simply a warm and sturdy sheep- 
skin. And it is becoming more and more ap- 
parent that the chinchilla, in addition to being 


*“Worth Repeating,” sheet No. 11 by N.A.M. 
released 3-29-52. : 
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costly, bears a marked resemblance to a strait 
jacket. 

Through agricultural price supports, social 
security, federal aid of one sort and another 
to state and local governments, federal gov- 
ernment exerts increasing control over the in- 


dividual citizen, the businessman, the govern- 


mental subdivision and even our educational 
institutions. And the “planners” become 
steadily bolder in their bids for additional 
power through the medium of what they like 
to call welfare or security. 

Temporarily they were defeated in their at- 
tempt to socialize medicine, but they will un- 
doubtedly be back again . . . pleading that the 
average citizen cannot make sufficient pro- 
vision for his own medical care. It perhaps 
has not occurred to them that if normal medi- 
cal expenses were exempted from tax the 
average citizen’s ability in that direction 
might be considerably improved. 

. And it is worthy of note that the TVA was 
undertaken under the guise of navigation and 
flood control. There is no such subterfuge now 
in the proposal of Senators Lehman and 
Roosevelt to develop a $350 million dollar 
power project at Niagara. For there is no flood 
control, reclamation, navigation, irrigation, or 
sanitation involved. Nothing but power—and 
private utilities are ready, able and eager to 
undertake it. 

Meanwhile, our federal government as the 
world’s biggest business operation grows more 
top-heavy structurally and financially. The 
combined budgets of Commerce, Interior, La- 
bor, Justice, and State were approximately 
$235 million in 1940. In 1950 they were $2 
billion, 180 million. And during the same 
period the combined budgets of independent 
offices swelled from $3% billion to more than 
$9 billion. 

It is discomforting to note Senator Byrd’s 
statement that an average of 2,800 new civil- 
ian employees were added to the government 
payroll each working day in 1951. That figure 
is met, by the way—4,000 hires against 1,200 
quits. And it is indeed discouraging to see that 
borrowing and deficit spending have resulted 
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in a bill for interest alone that would almost 
have financed our whole federal government 
operation 15 years ago.* 

There has been a lot of talk in recent 
months about “guns and butter.” But the 
question always seemed to be whether or not 
the consumer could still have butter on his 
table. What about the government’s ever- 
extending festive board? If this is a time when 
the consumer, the taxpayer, must scratch to 
keep his standard of living from slipping, then 
it certainly is a time when we can forego some 
of the governmental luxuries that have been 
developed in the past dozen years. 

If this is a time when we must tax away 
30 per cent of our productive capacity, then 
it is no time to consider federal power at 
Niagara or price props on head lettuce. It is 
rather a time when economy in civil govern- 
ment must be realistic and genuine, and when 
our military and foreign aid programs must 
themselves be scrutinized carefully to avoid 
needless waste. 

But we have been conditioned gradually to 
our present situation . . . and I wonder if a 
couple of years from now we will look back 
and say, “We sure got off easy in ’52.” 


But Not Conditioned to 
Confiscation 
There is one thing, however,—and I thank 
God for it—that we have apparently mot be- 
come conditioned to. We have not yet reached 
the point where we can brush lightly aside 
government confiscation of private property. 
The issues in the steel dispute are many. 
They are complex; they are, as we have seen, 
highly controversial. You can find almost as 
many opinions on them as people willing to 
express them. Many who would justify seizure 
do so on the issues. And many who have con- 
demned it, have likewise done so on the issues. 
But it strikes me that however serious the 
issues, however fair or unfair may be this 


* 1951 interest $5.6 billion; 1952 estimated at $5.9 
billion. From “Fact and Forecast.” Federal expendi- 
tures—1937—$7.8 billion; 1938-—$7.0 billion. From 
the Economic Almanac; source, Bureau of Census. 
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point or that, the issues themselves are vastly 
overshadowed by the question of whether or 
not we have reached the point of government 
by men rather than government by law. 

I am not for a moment minimizing the 
issues, but if government, or if the head of 
the government, can arbitrarily take over the 
private property of American citizens, or can 
tell an employer precisely how much he shall 
pay his employees and how much he may 
charge for his product, or can tell a worker 
that he must join a certain union if he would 
work in a certain industry . . . if government 


can do any or all of these things then we are — 


no longer a step away from dictatorship. We 
have it. 


What Can We Do? 


Well, what can we do about all this? There 
is no magic formula, of course, but it has 
become evident that placid acceptance of the 
status quo only serves to further reduce our 
status as free, vocal, and independent citizens, 

To begin with, we can resist any further 
conditioning of our minds to the necessity or 
the rightness of big government—to the idea 
that Americans must be regulated and shep- 
herded . . . and, I might say, “milked”... 
like a herd of goats—to the idea that we 
should pay more for government than we do 
for groceries, or rent, or clothing. 

Secondly, we can all stop grabbing. We 
have exhibited a fatal, if human and under- 
standable, willingness to wreck the other guy’s 
gtavy train while at the same time demanding 
more speed from our own. And it just doesn’t 
work. This group, that group, the other group, 
all talking economy but clutching desperately 
to their own particular benefit or subsidy ... 
together they make up the whole. So if we 
really want economy in government we must 
understand that it can’t come entirely from 
the other fellow. 

If we can make up our mind on these points, 
then we can exercise the power of the second 
vote. The U.S. postcard, even at two cents, 
is still the biggest bargain in the country— 
because it gives us the privilege of expressing 
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our views to the men we have elected to office. 
And unlike our first vote, our second vote can 
be for or against specific issues . . . and we can 
cast that ballot as often as we wish. 

I have spoken of the “second vote.” It 
should hardly be’ necessary to mention, of 
course, that there is also a first vote and that 
1952 is a year of decision. In fact, in many 
ways it appears to be the year of decision. I 
have no thought of dealing here with either 
personalities or parties, but it strikes me that 
next November some very basic principles of 
democratic self-government will be on trial. 
So in the meantime we, as citizens, had better 
give thoughtful study to the merits of our 
candidates and to the political and economic 
philosophies which they represent. And per- 
haps we can encourage others to equal 
thoughtfulness. 


And Pay Our Taxes 


And there’s something else we can do—par- 
ticularly as businessmen. We can tighten our 
belts and pay our taxes. While it may seem 
out of harmony with the general tone of what 
I have been saying, I mean just that. 

With the example of reckless official spend- 
ing on one hand and an almost confiscatory 
tax structure on the other, it is not surprising 
that there has been a notable tendency toward 
extravagance in business. In some cases it’s a 
what’s-the-use-anyway attitude. In others, it 
is a deliberate plan to beat the tax collector 
to the punch. 

We Americans have traditionally preferred 
to call our own shots in the spending of our 
money, and despite our conditioning we still 
do. And under our present tax structure there 
is little incentive to operate efficiently. There 
is, in fact, quite an incentive to operate lavish- 
ly. We can make good fellows of ourselves for 
30 cents on the dollar—or so we think. 

I contend that such thinking is fallacious, 
short-sighted and extremely dangerous. Fur- 
thermore it just won’t work. If we choose to 
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spend recklessly it simply means that tax col- 
lections will fall below expectations. And if 
that happens we can only expect a further 
increase in tax rates. 

But more fundamentally, there just can 
never be a valid excuse for inefficiency .. . 
and to the degree that we allow ourselves to 
become wasteful and inefficient we shall be 
feeding the very inflation we are trying to 
combat, and be guilty of following the very 
policies we decry. 

We can pay our taxes. We are doing it— 
even at 70 per cent. But I am very apprehen- 
sive of the ultimate consequences of such a 
tax, and our own policies should be aimed at 
ultimately reducing that rate, not increasing 
it. 

In our own company we have always tried 
to operate economically. Today we are, if 
anything, redoubling our efforts in that direc- 
tion. We are spending a lot of money, to be 
sure. But it is going for legitimate expansion 
and productive purposes, and we are guarding 
against the temptation to add frills with dol- 
lars we might theoretically withhold from the 
tax collector. 

We have a very good business reason for 
doing this. Whatever the tax rate, the better 
our earnings before taxes, the better will be 
our earnings after taxes—however pitifully 
small they may look by comparison. But be- 
yond that, we feel it is the right policy for 
the good of our economy as a whole . . . and 
the policy which we hope all American busi- 
ness will follow. 

The role of American business and industry 
should be to set the good example, not follow 
the bad. Then, and only then, can we go to 
government with clean hands and demand 
equal economy, equal efficiency, equal horse 
sense in the spending of our tax dollars. 

In the final analysis it is we—as citizens, 
as taxpayers, as businessmen—that will large- 
ly determine where we go from here. 
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MICHIGAN BANK DEBITS 
12 CITIES — LOWER PENINSULA 
(ADJUSTED FOR SEASONAL VARIATION } 


1945 946 1947 1949 1960 1968 1962 
BANK DEBITS—THE MOST INCLUSIVE MEASURE OF BUSINESS ACTIVITY—Since Korea 
bank debits have been erratic but show no clear trend, varying just above the five billion dollar 
level. 
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MICHIGAN BANK DEBITS 
12. CITIES — UPPER PENINSULA 
(ADJUSTED FOR SEASONAL VARIATION } 


° 

1945 1946 1947 1949 1950 1961 1982 
UPPER PENINSULA BANK DEBITS—Continued strength is indicated well into the second 
quarter with no trend. 
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"7 ELECTRIC POWER CONSUMPTION 
(INDUSTRIAL) 
1” TEN MICHIGAN CITIES 


1947 948 1980 1982 
POW2# CONSUMPTION-—Steady consumption through May was slightly below 1951. 

THOUSANDS 
| 
| 
MICHIGAN EMPLOYMENT 
| (WAGE 6 SALARY WORKERS) 

1945 1946 1947 1948 1949 1960 1961 1982 
EMPLOYMENT-A small decline in May was caused by the construction strike. Spring totals are 
consistently below 1951. 
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! An analysis of important trends and future developments 


and their significance for American business 


The Changing Aspect for 
Professional Management 


N approaching the problem we face in 
managing our businesses, we often pattern 
our actions after the successful managers who 
preceded us. When we do so, we frequently 
find that our efforts are successful. However, 
I wish to emphasize here that in many aspects 
of business management today we rightfully 
have broken away from past patterns. Not 
because our predecessors were wrong—cer- 
tainly they built well. The founders and build- 
ers of my Company, for instance, developed 
an outstanding business enterprise and con- 
tributed significantly to America’s greatness. 
It is not because they were wrong that we 
cannot copy the businessmen of even ten years 
ago. It is because the world and America have 
changed so rapidly—so radically—in such a 
short span of years. We have been passing 
through a major social and economic revolu- 
tion. This revolution has changed, and will 
change further, the “rules of the game”’ with- 
in which management operates, and the types 
of management action which will be success- 
ful. It is for these reasons that we break with 
the past in important aspects of professional 
management. 

During the last 20 years, changes of great 
importance to management ae occurred in 
the following areas: 

1. Rate of growth in population and nation- 

al output 

About the author— 

A Michigan alumnus (A.B. ’27), Mr. Johnson is 
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2. Government influence on the economy 

3. The shift of power from businessmen to 

employees 

4. Acceleration of research and technologi- 

cal development. 

It is useful to consider these economic and 
social trends because they throw light on the 
problems faced by business management. 
What must we do—where must we place our 
emphasis in order to discharge our obligations 
as professional managers, with all the re- 
sponsibilities our jobs carry today? 

We shall now consider each of these areas 
of change in the economy and their signifi- 
cance to professional management. 


Growth Brings Problems 


From 1940 to 1950 the population cf the 
United States increased by nearly 20 millions. 
This was the largest intercensal increase in 
our nation’s history and more than double the 
increase in the previous decade. The nation’s 
output, at constant prices, rose more than 
50% from 1940 to 1950, industrial plant ca- 
pacity increased by perhaps 75%, and per 
capita disposable incomes (in constant dol- 
lars) rose nearly one-third. In the face of such 
growth the mournful heralds of a mature 
economy have been largely silenced, and the 
climate of business sentiment is more favor- 
able to the expansion-minded manager. 

This rapid expansion of our economy has 
offered great opportunities for alert managers; 
it also has brought added problems. For ex- 
ample, the growth in size of our national mar- 
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ket has been accompanied by the development 
of large corporations with nationwide distribu- 
tion. With business es complex and competi- 
tive as it is today, no one man is capable of 
doing all the thinking, planning, programming, 
and directing for a large concern. Any such 
enterprise which is dependent on the mind 
and spirit of one individual for its success is 
doomed to failure. We face the problem of 
how to manage large corporations successfully. 


Advantages of Decentralization 


The obvious method for meeting the chal- 
lenge of size, and of the cumbersomeness, 
slowness and dangers that come with large 
size, is to break the .::terprise into smaller 
pieces for management purposes. It may be 
said that there are three fundamenial avenues 
for doing this, as follows: 

1. Division by Product Lines 

2. Geographic Decentralization 

3. Decentralization of Responsibilities: As 
the original individual product businesses and 
individual plants thus grew to large size, 
through successful management, the third 
kind of decentralization had to be put into 
practice, namely, the decentralization of man- 
agement itself—that is, the delegation of au- 
thority to make decisions and establish pol- 
icies to successive echelons of executives and 
supervisors. The great principle here, of 
course, is to get the decisions made as close 
to the work as possible. 

It is particularly in this third or last area 
that the reorganization or decentralization 
moves of the General Electric Company since 
the war have fallen. 


The obvious reason for management de-— 


centralization was that increasing size and 
complexity were creating a demand for in- 
creased variety and volume of decisions and 
directions. The decision had to be closer in 
each case to the scene of the problem for 
complete understanding and prompt action. 
Another reason was that for some years size 
had been cited in some quarters as an evil in 
itself, and this despite the fact that many of 
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the most important advances in living stand- 
ards so obviously came as the result of the 
combined strength, experience, and integrity 
of large institutions. Endeavoring to see that 
the Company’s bigness makes extra contri- 
butions to its customers and stockholders, and 
that its volume and variety of facilities and 
activities bring extra benefits to the employees 
and communities in which it does business, 
and to the country as a whole, General Elec- 
tric changed its organization in an intensive 
effort to combine the strength and opportunity 
of the large institution with the social virtues 
and intimacy of relationship possible in 
smaller organizations. 

Finally decentralization is looked on as an 
aid in achieving a shift in management to 
match another shift in management’s prob- 
lems, namely, the need to recognize the im- 
portance of employee relations and of the 
personnel function generally, as co-ordinated 
with the older functional areas of engineering, 
manufacturing, selling, accounting and legal 
relations. In other words, decentralization af- 
fords another way to recognize that the per- 
sonnel problem—and opportunity—is a series 
of intimate, personal, local cases, which can 
best be solved by bringing “top management,” 
that is, decentralized management, authority 
closer to the employee. 

Other Gains from Decentralization 

According to Professor Sumner Slichter, 
“One of the reasons why the economy has 
been so resourceful, adaptable and flexible is 
that it is an economy in which there is con- 
siderable decentralization of decision-making. 
There are, for example, about 4 million busi- 
ness enterprises outside of agriculture. There 
are some parts of the economy where there are 
a considerable number of concerns. The large 
number of enterprises is important because 
whenever a new problem arises, perhaps from 
a shortage of raw materials or from a shift in 
markets, a considerable number of manage- 
ments try their ingenuity at working out solu- 
tions. Some managements are more successful 


_ than others. The best solutions get imitated. 
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If there were only one or two enterprises to 
make experiments, the chance of finding a 
good solution would be much smaller.” 

This is directly the opposite of the commun- 
ist system which, as pointed out by Frank 
Tannenbaum in his book A Philosophy of 
Labor, requires great centralization of de- 
cision-making. He says that if Russia is to 
become a really great industrial nation, it will 
be necessary for millions of Russians to be 
given the freedom of making an infinite vari- 
ety of decisions, for without such freedom, no 
modern industrial society can be built. Thus, 
if such freedoms come into being as they must 
if Russian industry is to develop, then the 
freedom will destroy the present police state. 

I place decentralization as the number one 
objective of my Company, and it is my obser- 
vation that this is the planned program of 
scores of businesses, with whose management 
I am acquainted. 

However, true decentralization will be ac- 
complished only in the face of tremendous op- 
position. It is contrary to all the forces at 
work in our political, economic, and industrial 
life. Since the turn of the century we have 
been centralizing. The Federal Government 
has become a dominant central political au- 
thority with Washington the nerve center. 
This has been done at the expense of political 
authority formerly exercised at the community 
level. To meet this strong political central 
authority, business 2nd industry have followed 
a parallel course, particularly since the days 
of NRA. 

The industrial unions have followed this 
same pattern so that today less than 100 
union leaders exercise a very compact industry 
control with only minor authorities at the 
community level. In this connection more and 
more we have witnessed the problem of in- 
dustry bargaining, such as we are witnessing 
this spring in steel and have witnessed for 
years in coal. A panel of the Wage Stabiliza- 
tion Board recently recommended that the 
Borg-Warner Company meet with unionized 
auto workers to accomplish a company-wide 
agreement where heretofore bargaining had 


been done at the local plant or division level. 
As the industry members of that panel said, 
and I quote, “the recommendation . . . would 
require a highly successful business construc- 
ted on the basis of decentralized management 
to become highly centralized, and to destroy 
the principle of local autonomy. .. .” 

I suspect we can’t get at this job of de- 
centralizing on a national scale until the 
peoples of all communities again restate their 
belief in themselves and their ability to make 
more decisions than heretofore has been the 
case. 


Investment Problems 


The tremendous rate of growth of the econ- 
omy during the last dozen years has pre- 
cipitated another management problem—the 
problem of finance. In the past we have relied 
heavily upon internal sources of funds—re- 
tained earnings, and depreciation allowances. 
The present high level of corporate profits 
taxes has caused profits after taxes to decline. 
Depreciation reserves have been inadequate 
during the post-war years because the prices 
of plant and equipment increased markedly 
above the prewar level while depreciation 
allowances reflected prewar prices. The accel- 
erated payments of corporation income taxes 
required under the Mills Plan also complicate 
management’s financing problems. The in- 
crease in taxes in the last few years has led 
the president of one company to comment re- 
cently that it would be impossible to develop 
a company such as his today—the tax drain 
would be too heavy to bear. Management 
must now turn more to outside sources of 
funds to finance new investment. 

Throughout the last 150 years our economy 
has been subject to business cycle fluctuations 
of increasing severity. Moderation of these 
economic swings would strengthen the appeal 
of free enterprise here and abroad. One of the 
unstabilizing elements has been the fluctuation 
in the volume of private businéss investment. 
Professional management might well work 
toward more stable investment programs with- 
in their own companies. Long-range invest- 
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ment programs could prove profitable to the 
business and also aid in alleviating one of the 
underlying causes of business cycles. Progress 
has been made through the years on reducing 
short-term business fluctuations—seasonal and 
inventory cycles. I am suggesting here an ex- 
tension of the planning period to permit mod- 
eration of the longer business cycles. 


Government Influence on the 
Economy 


The second area in which great changes 
have taken place in this century is the area 
of Government influence on the economy. The 
growth in Government power shows itself in 
increasing Government regulatior of business, 
growth in Government services, redistribution 
of incomes, and our enlarged defense program. 
The enlarged power of Government in all 
these fields affects management operations 
deeply, and, I suspect, will continue to do so 
for many years to come. 

During most of the nineteenth century 
people believed that our private enterprise 
economy could be trusted to run itself, under 
the guidance of the free market price system. 
If capital and labor were free to move from 
one industry to another, the economy would 
produce what consumers demanded, and com- 
petition would keep prices down and quality 
up. This belief had much validity. 

Nevertheless, the community more and 
more has been refusing to accept some of the 
results of free markets. A principal reason for 
this has been, I believe, that in a democracy 
various groups are bound to use their political 
power to gain economic advantage. Another 
reason has been that the community rebelled 
against the economic waste involved in depres- 
sions which seemed to follow periods of too 
rapid economic growth. 

Other contributing factors in the growth of 
Government influence include emergence of 
community standards regarding minimum lev- 
els of living, use and conservation of natural 
resources, public health, and regulation of 
public utilities. Finally now, and for a con- 
siderable period in the future, the demands 
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of national defense will give rise to additional 
Government control over the economy. 

At any rate, first here and then there, the 
community has increased the public regula- 
tion of free markets. Fifty years’ revolt 
against some aspects of the operation of free 
markets has gradually transformed the econ- 
omy from one of free enterprise into one of 
Government-guided enterprise. Today the 
Government puts a floor under some prices, a 
ceiling over others; subsidizes this industry, 
puts special taxes on that one; regulates the 
terms on which money is lent, and lends 
itself; and modifies markedly the distribution 
of incomes by a combination of steeply pro- 
gressive income taxes and large benefit pay- 
ments. Many people have failed to notice the 
fundamental transformation that has been 
taking place. 

Consider the development of the welfare 
state. The essential principle of the welfare 
State is that distribution of incomes on the 
basis of contributions to production should be 
modified by payments on a basis of need. To- 
day the community is prepared to go much 
farther than ever before in disbursing income 
on the basis of need. In 1948 these payments, 
which include social insurance, pensions, direct 
relief, and veterans’ benefits, were 50 per cent 
greater than the dividend disbursements of all 
American corporations. The welfare state con- 
cept emphasizes security and reduction of eco- 
nomic risks. Yet the growth and competitive- 
ness of our economy are based on risk-taking 
by private enterprise. And any real benefits 
to be distributed by a welfare state must first 
be produced by a vigorous and, we hope, ex- 
panding economy. Management has a vital 
role in reconciling these conflicting emphases 
on security and risk-taking. 

The Government’s domination by unions 
and in turn Government’s domination of man- 
agement practices in the field of labor rela- 
tions has been strongly evidenced in the cur- 
rent steel situation where we find the Presi- 
dent of the United States demanding the 
union shop for the steel industry. This prob- 
lem has struck home during the past week in 
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my own Company. Cyrus Ching, Director of 
the Federal Mediation and Conciliation Ser- 
vice, who comes from industry, requested our 
presence in Washington for a hearing on the 
union shop issue at our Jet Engine plant at 
Lockland, Ohio, a suburb of Cincinnati. Of 
course we agreed to such a meeting; however, 
we replied to Mr. Ching as follows: 

“We understand fully that the current sub- 
stitute for collective bargaining is to have a 
final perfunctory mediation meeting in Wash- 
ington before the union has its case certified 
to the Wage Stabilization Board, where it 
knows it can secure approval for the union 
shop and unwarranted wage scale recom- 
mendations, all of which has come to make 
any normal and genuine collective bargaining 
hardly to be expected of any union. 

“On the union shop issue at Lockland, we 
feel that you have disqualified yourself and 
your associates in a way that makes it impos- 
sible for you to function as a true and im- 
partial mediation agency. 

“When you spoke on this subject some time 
back to a high official of our Company you 
indicated you had already prejudged and pre- 
determined this issue through stating that you 
personally felt G.E.’s publicly expressed pol- 
icy of opposition to compulsory union mem- 
bership was ‘childish’. 

“You urged that we give in to the union 
shop issue at Lockland to avoid a strike... . 
You will recall your saying we would be 
‘opened up.’ In the light of current events 
your statement could have no other meaning 
than a threat of Government seizure com- 
municated to us by a supposedly impartial 
Government agency which now proposes to 
mediate the very issue on which it had ex- 
pressed so biased a stand.” 


Shift in Power from Businessmen 
to Employees 
The third major change in the social en- 
vironment is the decline in influence of busi- 
nessmen and the growth in power of em- 
ployees—both in the community and in the 
conduct of business enterprises. 
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From a status as the most influential group ‘ 


in the community, business men have lost in- 


. fluence steadily during the twentieth century. 


In the early part of the nineteenth century 
the community was made up predominantly of 
self-employed persons. Today, however, more 
than three out of four persons who work for a 
living in the United States are employees. 

Within the area of nonagricultural business 
about one-third of the employees are members 
of unions, which have grown greatly in num- 
bers, scope and organizational effectiveness in 
the past 50 years. Truly we are developing 
into a “laboristic economy.” Consequently, 
though employee relations have been a man- 
agement concern since the industrial revolu- 
tion, the rapid growth in their importance re- 
quires developments in the thinking and prac- 
tices of professional management. 


Employee and Union Relations 


In the early period of this country’s indus- 
trial growth, business was dominated by 
rugged individualists who were, for the most 
part, owners of their enterprises. Many were 
crude, opionated, domineering. It has taken 
half a century to develop professional man- 
agement to its present status where we believe, 
or at least like to believe, that this crude 
approach to business management is gone for- 
ever. 

The union movement is going through a 
similar process of growth and development. 
Labor unions are now firmly entrenched in 
our economic setup, and management must 
work harmoniously with them. 

I believe firmly in both the necessity and 
certainty of unions. But they have got to be 
good unions, or they will ruin us all. The 
present union leaders Jove war and other emer- 
gencies that bring central Government man- 
agement of the whole economy—emergencies 
that bring inflation, steep taxes, and still more 
open confiscation of that private property 
which is freedom’s last defense against en- 
slavement by the kind of dictatorial govern- 
ment these people want to run. 

As the pioneering generation of union 
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leaders and organizers retire from active 
leadership, we see evidences that they are 
being replaced by a new kind of union leader, 
who, I believe, is a professional. Undoubtedly, 
a new professional group will be developed 
during the next 10 to 20 years. They will 
come from our colleges and universities, 
trained for their work, understanding basic 
economics, wanting our free enterprise system 
to work and generally being able to work with 
professional management. 

It is my opinion that by and large profes- 
sional management wants good, well managed 
unions and is anxious to work with such 
groups. This change in management’s attitude 
toward labor union has been gradual but sure. 

To meet this changing situation in this most 
important field, professional management is 
attempting to develop specialists in industrial 
relations. We are all pleased to see the large 
number of men in our business schools who 
are now training for this work. 

Though several problems involved in em- 

ployee relations have been resolved, many re- 
main. We still are faced with the problem of 
how to provide the incentive for the individual 
employee to work harder and more efficiently. 
Our industrial relations specialists can work 
with professional union leaders in promoting 
programs to increase output per man-hour. 
This would be to the material advantage of 
both labor and management. Professional 
management must also develop better methods 
of communicating with the employees and 
giving them the feeling that they have a vital 
stake in the success of the business. We have 
already gone a long way toward establishing 
adequate benefit and security programs. 
’ With both professional management and 
professional union leaders more cognizant of 
their duties and responsibilities, I see a bright 
future in the area of employee relations. 


Human Relations 


We can agree, I think, that in the face of 
the changes I have outlined we cannot utilize 
the same management methods as those used 
before 1940. We simply cannot run a business 
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from a balance sheet alone—we cannot dis- 
regard human factors and say, “Business is 
business.” The one thing we must recognize 
above all else is that Business is People. Pro- 
fessional management must recognize its social 
responsibilities in reconciling the interests of 
various groups and must meet them in a pro- 
fessional manner. 

Thus, to be a successful business manager 
today, a man must devote the majority of his 
time, thought and creative effort not to money, 
not to things, but to the inspiration and moti- 
vation of the people around him. He conse- 
quently assumes new areas of management 
responsibility: 

To the people who own the business—the 
shareowners 

To the people who are his employees or are 
under his supervision—individually and col- 
lectively 

To the people who are his customers 

To the people who make up the community. 
To a successful manager, the balance sheet 
is not an end in itself but an indicator as to 
how well he is performing his human relations 
job. 

One of the most important and, I believe, 
one of the most neglected areas is manage- 
ment’s responsibilities to the community, the 
general public, and the Government. A pro- 
fessional manager has the duty as a citizen to 
serve as a “Voice of Business.” And of course, 
in order to have an effective voice in the com- 
munity he must follow sound and ethical busi- 
ness practices and policies within his own 
company. He should be what we might call a 
business statesman who takes a stand on pub- 
lic issues and attains a position of leadership 
in public affairs. He would work for the un- 
derstanding and adoption of Government poli- 
cies and regulations fair to business and con- 
ducive to business growth and development. 
As a leader in public life, the professional 
business manager has the duty to promote 
better understanding of “Big Business’”—its 
contribution to the general welfare and its 
methods of operation. 

All our efforts will be largely in vain—un- 
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less enough thousands of big and little Clar- 
ence Randalls join quickly in making it bad 
politics, locally and nationally, for Govern- 
ment to do dad things to the profit system and 
to this country at the behest of evil collectiv- 
ists or anybody else. 

Economic Incentives 

Another broad changing aspect facing man- 
agement is a matter which goes to the core of 
our economic system—the problem of eco- 
nomic incentives. Such incentives are the eco- 
nomic aspects of the human relations prob- 
lem. All men and women must have incentives 
to work and grow and prosper. To the degree 
that incentives are lessened, so will the rate 
of growth tend to slow up. 

Top management stands at a focal point in 
making decisions regarding the division of in- 
comes, and hence economic incentives, between 
shareowners, workers, and management per- 
sonnel. Management discretion in making 
these decisions has always been limited, of 
course, by competition in the markets for 
capital funds, labor, and managerial services, 
but the social changes of this century have 
introduced new factors into such decisions, 
especially tax considerations. 

It has always required the wisdom of a 
Solomon to distribute a company’s income in 
an equitable manner. To such wisdom must 
now be added the services of a tax consultant. 

If economic incentive be proportional to 
income after tex, then it is clear that the 
higher taxes will cut economic incentives 
somewhere. How shall this cut be distributed 
equitably among shareowenrs, workers and 
management—taking into consideration that 
the increased tax burden falls most heavily on 
corporate profits and higher bracket incomes? 
How can we preserve the incentives of in- 
vestors and management in the face of high 
taxes? Remember, too, that the growth and 
efficiency of our economy springs particularly 
from these two groups. 

The subject of tax impact was covered 
earlier, and I do not intend to dwell on it 
here—except to point out that professional 
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management is continually studying this basic 
changing aspect to discern the impact on the 
business enterprise and make the best possible 
adjustment to it. Our Company is giving a 
great deal of attention to this problem of 
balanced economic incentives. 


Acceleration of Research and 
Technological Development 


A fourth, and final area of major change 
affecting management, which I shall mention, 


lies in the research and technological develop- : 


ments of this century. To be sure, it has al- 
ways been a primary function of management 
to adopt innovations ahead of competitors. 
However, the present century has witnessed an 
expansion of research activities and an ac- 
celeration of technological advance which 
raises new problems and opportunities for pro- 
fessional management. 

In large corporations it is now an accepted 
management function to finance and guide 
research, rather than simply to watch for and 
adopt the results of outside research in uni- 
versity, Government, or independent labora- 
tories. The huge strides made in industrial 
research work in the last quarter-century 
testify to its value, and to the growing realiza- 
tion that such a program is essential to a com- 
pany’s future growth and prosperity. In 1950 
industry is estimated to have spent nearly a 
billion dollars for research—an investment 
which will return liberal dividends in profits 
to industry, and in improved living standards 
to every one of us. The results of this in- 
creased emphasis on research are closely evi- 
dent in such developments as new metallic 
alloys, jet engines, synthetic rubber, artificial 
fibers, plastics, new drugs, electronic controls, 
automatic machinery, higher speed tools, and 
atomic energy. The new products and im- 
proved manufacturing methods which such de- 
velopments make possible provide a challenge 
to alert management. 

If during the next ten years we want to 
increase our standard of living at the same 
rate we increased it during the past ten years, 
then our output of goods and services per 
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worker must rise from 30 to 40 per cent. The 
greatest share of this increase must come from 
new technological developments. The burden 
for this accomplishment rests squarely on 
management. All management engaged in 
manufacturing will need to add many new 
words to their vocabulary, including “cy- 
bernetics” and “bio-mechanics.” The great 
step up in industrial research will involve find- 
ing ways and means to make all production 
more and more automatic. 


Marketing 

As a result of our progress in developing 
new products and in applying technology in 
production, our productive apparatus seems 
at times to have outstripped our progress in 
marketing our industrial output. Consequent- 
ly, we are faced with another changing aspect 
of management which I describe under the 
very broad heading of new techniques for the 
creation of products most wanted by cus- 
tomers and for distributing them most eco- 
nomically. The marketing conferences being 
held here on the campus for the past two days 
point up the emphasis this subject is receiving 
by professional management everywhere. 

At the end of World War II, management 
in many industries faced a situation in which 
there were more companies and more total 
production than ever before. This greatly ex- 
panded production capacity suggested that 
sometime in the near future competition for 
sales also was to be greater than ever before. 
It was apparent that a strong marketing or- 
ganization was going to be needed merely to 
maintain a company’s competitive position. 

Anticipating more rigorous competition, 
many companies redefined the scope and au- 
thority of the various parts of their organiza- 
tions, and frequently more authority was 
given to those in charge of marketing. In my 
own Company the marketing manager type 
of organization was adopted for the various 
product divisions. 

In many companies the newly created posi- 
tion of marketing manager was assigned re- 
sponsibility for all of the activities that for- 
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merly had been under the direction of the 
sales manager, and more besides. The market- 
ing manager has over-all responsibility for 
distribution, sales planning, selling, advertis- 
ing and sales promotion, pricing, product and 
market service, marketing research, inventory 
control, product planning, and product requi- 
sitioning. Subordinate to the marketing man- 
ager are specialized managers for sales, adver- 
tising, marketing research, product planning, 
and others as needed in each operating divi- 
sion. Whereas the sales manager under the 
old setup assisted manufacturing and engi- 
neering in product planning decisions, the 
marketing manager now is responsible for 
product planning and has the cooperation and 
help of manufacturing and engineering spe- 
cialists. 

For marketing executives in our Company 
this control over product planning and pro- 
duction scheduling represents a big change. 


-It is, of course, a recognition of the fact that 


the marketing organization is the Company’s 
closest contact with the final arbiter of what 
and how much shall be produced, namely, the 
ultimate user. It is also a recognition of the 
increased importance of tailoring the product 
so as better to satisfy consumer wants. I be- 
lieve that most business schools have con- 
tributed much to a new understanding of the 
product planning function, but of all schools, 
our own School of Business Administration 
has made the outstanding contribution. Pro- 
fessor Phelps’ book on the subject is widely 
read and accepted. 

In the past twenty years the use of mar- 
keting research and economic analysis to help 
shape business decisions has tended to become 
a rule rather than an exception. Large com- 
panies have their own specialists working full 
time on economic forecasting and also, like 
smaller companies, make use of private and 
governmental economic services. Management 
today still has to be on the alert for signs of 
economic recession, and there is much about 
business cycles that we do not understand. 
There are, however, more and better economic 
statistics for gauging such business move- 


Long-Range Planning and the 
Economic Outlook 

The final aspect of professional manage- 
ment which I wish to dwell on today is the 
vision to create plans for the long-term future 
on a sound economic basis. Our own Company 
is no longer satisfied with 5-year plans. We 
are now so organized that a group of our very 
top people can devote and do devote consider- 
able attention every day in the direction of 


planning for the ’sixties. This aspect of pro- | 


fessional management is most important. We 
have alibied our inability to plan by our in- 
ability to predict the course of political events 
in the world and national scene. This alibi is 
no longer valid. Not that we believe the world 
scene and our economy will stabilize—they 
will change in the future as they have changed 
in the past, for nothing is static. 

Population developments will pose problems 
during the decade ahead. The shift in birth 
rates from the 1930’s to the 1940’s, the in- 
creasing proportion of our population over 65 
years of age, and the internal migration of our 
population will require intelligent shifts in 
management policies in the areas of market- 
ing, product planning, employment, retire- 
ment and pensions. 

No,—changes in the economic environment 
will not cease. However, professional manage- 
ment is reaching maturity through economic 
research and is beginning to plan its growth 
soundly on a long-term basis. We are relating 
our expansion plans to our expectations of 
continued growth in the economy. We think 
that population will increase by over 20 mil- 
lions during the 1950’s—the largest numerical 
increase for any decade of our country’s his- 
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tory. The labor force will rise with population, 
We believe that technological advances and 
alert management will maintain the long-term 
rate of growth in output per man-hour. Hence, 
even allowing for some increase in voluntary 
leisure through a shorter work week or longer 
vacations, we foresee a 30 per cent rise in the 
physical volume of our nation’s production. 
This will involve an increase of nearly 15 per 
cent in per capita disposable income, again 
measured at constant prices. 


Conclusion 


In conclusion, we look forward to a grow- 
ing, changing economy. The realization of the 
potentialities for growth and improvement of 
our business system depends in large measure 
on the execution of well conceived long-range 
plans under the guidance of professional man- 
agement. I am confident that the execution of 
such plans will be in good hands. The products 
of our business schools give this assurance. 
All about us today we see general managers 
of big and important businesses in their thir- 
ties, who are not the results of policies of 
nepotism. As more younger men achieve top 
management positions, we will gain better 
long-range plans that have an impact for ten 
and twenty years. This has not been so true 
in the past because men did not achieve top 
management until they were of an age when 
only short-term programs could be envisioned 
in their own remaining business careers. This 
changing aspect of professional management 
is the brightest of all, and to encourage this is 
one of the reasons that I chose to come back 
to Ann Arbor today and appear on this pro- 
gram. 
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| A review, analysis, and forecast of the basic factors 


in the American economy 


The Stock Market as a Whole 
in an Election Year 


T is a real pleasure to be here again this 
year, despite the fact that the subject I 
am about to address myself to is not an easy 
one. They never are; managing money is a 
constant calculation of risks (vs. return). An 
election year, therefore, just presents an- 


1 STOCK PRICES AND INDUSTRIAL PRODUCTION 
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other risk factor to be considered in determin- 
ing a sound investment policy. 

To begin the calculation of investment 
risks (vs. return) for 1952, therefore, let us 
first isolate and determine the general nature 
of economic and stock market risks in an 
election year. For this purpose the series of 
charts below should be helpful. They show 
the pattern of stock prices and industrial pro- 
duction during each of the election years since 
1900, using January of each year as a base 
of 100. 

If I am to cover the subject assigned to me 
today, I must perforce deal essentially with 
a series of conclusions. A careful analysis of 
past National election years leads me to these 
conclusions: 

1. While there is considerable fluctuation 
within the year, the general experience is that 
both industrial production and stock prices 
rise in an election year. 

a. Rises have been greater when the Re- 
Republicans win. In those years, industrial 
production has usually risen until April, 
then fallen into July, followed by a sharp 
upturn, closing the year with an average 
gain of about 25%. (This would mean 275 
in F.R.B. Index by December 1952, which 
is extremely improbable in my opinion). 

Republican victories have also been quite 
bullish for stock prices both before and 
after election, averaging around 16% up 
for the election year. (This would mean 312 
in the Dow Jones Industrials by December, 
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1952 which, while certainly possible, I also 

feel is improbable.) 

b. As you will note, in Democratic vic- 
tory years both industrial production and 
stock price movements have been quite 
moderate, with a small upward bias for the 
full vear. 

2. In more specific detail, the record shows 
that in nine of the past twelve national elec- 
tion years, industrial production and stock 
prices were higher at election time than at 
the beginning of the year. 

a. The three exceptions included two 
years of depression—1920 and 1932—when 
powerful deflationary forces were operating, 
and in 1940 when the fall of France and 
the low countries put stock prices lower 
although industrial production rose. 

3. In sum, there is little evidence from the 
record that major reversals of trend from bull 
to bear or vice versa have been brought about 
by the elections or by a change of the party 
in power. 

a. Basic economic conditions rather than 
politics appear to be the determining con- 
siderations in the major trend of business 
and stock prices. 

What, therefore, is the major business trend 
in 1952? 


Business Outlook 


Since I was on this platform a year ago 
an economic tug-of-war has been going on in 
this country. A quick glance at Chart 2 shows 
that there are some strong deflationary forces 
at work in the (world) economy. While the 
broad BLS list of wholesale and retail prices 
are down only 5% or so from post-Korean 
peaks, they nevertheless are down; and sensi- 
tive raw materia! commodity prices (Chart 
2) have dropped sharply—25% or more. 
Lead is the most recent “scarce” commodity 
to experience a sharp price decline. 

By the reverse token, there are also some 
potentially strong inflationary forces existing 
in the American economy. In fact the current 
tug-of-war between inflationary and defla- 
tionary forces presents an extremely confusing 


and highly controversial picture. The reason 
is obvious. Any tug-of-war suggests that the 
battle is engaged; that a winner will emerge. 
So far it has been an approximate economic 
stand-off. Selective adjustments in the private 
segment of the economy have been more than 
offset by Government spending, allowing the 
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overall economy to operate at record levels 
as measured by our most comprehensive busi- 
ness indicators. 

An economic tug-of-war between strongly 
opposing forces, however, cannot last forever. 
Something must give sooner or later; a change 
in the major economic trend very likely is in 
the making in 1952. Which way will it be? 
The answer lies in an analysis of the economic 
combination of (1) supply, (2) demand, and 
(3) money. 


Supply and Demand of Goods 


How much supply—products and services— 
do we have for the demand in this country? 
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In this connection, may I direct your atten- 
tion to Chart 3. 

It is obvious from Chart 3 that while total 
national production (supply) of goods and ser- 
vices has been rising for the past year, total 
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private spending (demand) has been dropping 
—spending for consumers durable-goods, for 
housing, total private business investment in- 
cluding business inventory accumulation, etc., 
hit their peaks a year or more ago, and have 
been in a downtrend ever since then. 

In other words, only the steady lift of Gov- 
ernment purchases of goods and services—the 
defense program—have kept the economy 
operating at peak levels for the past year. 

How much longer will Government spend- 
ing for defense mask the declining private 
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spending (demand)? As Chart 4 shows, earli- 
er estimates of defense spending have been 
revised downward. In the months following 
the Chinese intervention in the fall:of 1950, 
plans were made to reach a peak defense 
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spending rate of $70 to $75 billions annually 
by 1953, with a fairly sharp decline there- 
after. 

More recently, as the latest projection by 
the Office of Defense Mobilization indicates, 
a “stretch-out” spending plan has been put 
into effect as a result of the Korean “truce” 
negotiations and the realization that the pre- 
viously set delivery schedule of complicated 
modern weapons was too high. The latest 
official plans call for national security ex- 
penditures to reach about $58 billions early in 
1953 and stay at that rate for a couple of 
years. This would be about $20 billions higher 
than the 1951 annual rate of nearly $38 
billions. 

National security expenditures* currently 
are running at an annual rate of about $48 
billions which suggests that the annual rate 
should increase another $10 billions this year 
before it levels off. Will the latest “stretch- 
out” be stretched again? No one knows, of 
course; it depends on developments in Korea. 
The evidence at this time—from Korea, from 
Moscow, and from Washington (remember it 
is election year and congressmen are “against” 
high taxes and “military waste”)—suggests 
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that national security expenditures may in- 
crease only moderately from the present level. 

Even now, as Chart 5 shows, national de- 
fense expenditures absorb only 14% of our 
total production of goods and services; and 

* Includes expenditures for military services, inter- 
national security and foreign relations (except foreign 
loans), atomic energy, merchant marine and promo- 


tion of defense production and economic stabilization ; 
excludes Federal Government sales. 
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even if they increase to their presently planned 
peak level, they should absorb only 16% to 
17% of our total output (compared with 
42% at their peak in World War II). 

Thus, in any event, barring a major out- 
break, we are nearing the point where the 
national defense effort will have exerted its 
full effect on the economy. Its support to the 
economy will be significant, but after a few 
more months its stimulating effects on the 
economy should have passed. The current up- 
ward economic force of Government defense 
spending will be gone. 

Will private spending then turn up and 
carry the economy forward? 


Private Business Spending 
Total private business spending (demand) 
reached an all-time peak of nearly $66 billions 
(annual rate) in the second quarter of 1951— 
a year ago; the latest figures show an annual 
rate of $54 billions. This very sizable decline 
of about $12 billions in total business spend- 
ing is largely the result of lower spending for 
business inventories. ie 
The most basic form of private business 
spending—for plant and equipment—how- 
ever, is still holding at record levels, as Chart 
6 shows. 


I do not need to tell this audience that the 
extremely high level of plant and equipment 
expenditures since World War II’s end has 
been a very stimulating force in our economy. 
After reaching an all-time high annual rate 
of about $27 billions in the fourth quarter of 


last year, they currently are running at an 


annual rate of about $24.4 billions. Thus, 


while they appear to have passed their peak 
expenditure rate, they are currently expected 
to average over $24 billions for 1952, as com- 
pared with the previous peak level of $23.3 
billions for 1951. 

Again, barring the greater tragedy of World 
War III, therefore, we should not expect a 
future “economic lift” from capital expendi- 
tures for plant and equipment. We are fast 
going sufficiently above the secular trend of 
civilian requirements to accommodate the 
presently planned military requirements too. 
Private estimates are higher but even Govern- 
ment estimates indicate that during the 1946~ 
52 period our plant capacity will have in- 
creased by almost 50%. 

After mid-1952, therefore, I would expect a 
declining trend of plant and equipment ex- 
penditures for a considerable period. The three 
basic factors in determining these expendi- 
tures have already turned unfavorable. Inter- 
est rates are in a rising trend, profits after 
taxes are declining, and metal prices remain 
high relative to manufacturers’ product prices. 
Several companies, including a major paper, 
chemical, and steel company, have already 
announced cancellation of expansion plans; 
more very likely to be announced before the 
year is over. The practical evidence of narrow- 
ing profit margins and the return of competi- 
tive markets clearly suggests to these busi- 
nessmen that the productive capacity of our 
economy has been expanded beyond the needs 
of the economy for the time being. 

Thus, while 1952 may mark a new record 
level for plant and equipment expenditures, 
the trends of profits, taxes, wages, prices, pro- 
duction and consumption clearly suggest that 
we are probably passing through a major 
cyclical peak in the most dynamic purchasing 
power creation segment of our whole economy. 


Construction Expenditures Past 
Their Peak Levels 


The picture in regards to the very important 
construction expenditures is very much the 
same. As Chart 7 shows, construction ex- 
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penditures also have been a tremendously 
stimulating force to our economy since World 
War II ended. Total expenditures of nearly 


$30 billions in 1951 established a new record 


level. 

On the basis of our studies of population 
growth, marriages and family formation, pro- 
duction and income levels, construction and 
mortgage costs, and the clearly defined needs 
for schools, hospitals, water systems, sewage 
plants, highways, public utility facilities, etc., 
it is clearly indicated that the beginning of 
an overall decline in construction should be- 
come evident during the next few months. 

No drastic decline is impending, however; 
in fact, total expenditures for 1952 should be 
—excellent—about $29 billions, but they 
should be in a declining trend from this point 
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forward. The evidence seems quite strong that 
we have passed a major cyclical top in con- 
struction for some time: and for a considerable 
period ahead public construction will play a 
relatively greater part in total new construc- 
tion. 
It is too late now to correct the abnormally 
low birth rate of the 1932-35 depression 
period; the family formation rate of 1952-55, 
therefore, will be abnormally low. As a result, 
private residential construction (and allied 
demand), a key factor in our economy, while 
relatively high, will be lower for the next few 


years. 

If total private business spending (demand) 
has already passed its major cyclical peak, 
what about the demand from you and me— 
the people? 
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Personal Consumption 
Expenditures 

As you will recall from Chart 3, at the 
current annual rate of $209 billions, personal 
consumption expenditures are running at 
exactly the same rate as they were a year ago. 
Will they increase? Yes—moderately—prob- 
ably to an annual rate of about $214 billions 
before the year is over, averaging about $211 
billions for the full year 1952. The entire 
small increase expected, however, should be 
for non-durable goods and services; demand 
for consumer durable goods passed its peak 
over a year ago, and the current moderate 
downtrend may last a couple of years or more. 
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There are fundamental reasons why we 
should not expect any significant “economic 
lift” from increased personal spending for the 
next few years, especially for consumer dur- 
able goods. This observation lies largely in 
the age composition of our admittedly large 
and growing population. While our total popu- 
lation has grown phenomenally since 1940— 
over 25 millions to a current level of 156 
millions—as Chart 9 shows, there have been 
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sharp shifts in the age groupings of our pop- ; 


ulation during the past decade. 


You will note three features of the latest : 
census breakdown of our population by age © 


and sex: 


1. Greatly increased number of people 65 


years of age and over. 
2. The greatly increased number of people 


age 10 and under, reflecting the abnormally — 


high birth rate of the 1940s. 

3. The greatly reduced number of people 
in the 15-24 age groups, reflecting the ab- 
normally low birth rate of the 1930s, espe- 
cially during 1932-35. 
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It is the latter feature of our population— 
the abnormally low number of people of an 
age to form families today—that is most sig- 
nificant at this time. Household formation, ob- 
viously, is one of the very basic elements in 
the demand for goods by the people—particu- 
larly for consumer durable goods. In this con- 
nection, may I call your attention to Chart 11. 
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As you can see, the increase in household 
formation after World War II was abnormally 
high for obvious reasons; it reached the tre- 
mendous average annual rate of about 1.5 
million households formed during 1948-50. 
Obviously, the economic impact—the demand 
for goods—was terrific. Last year, household 
formation declined to about the 1.1 million 
level. This decline, following the previous ab- 
normally high postwar household formation 
rate, certainly stands as a basic reason for the 
lower level of consumer expenditures (effec- 
tive demand) we have witnessed during the 
past year for such important economic items 
as housing, automobiles, household equipment, 
and various types of “soft” goods. 

More significantly—because of the abnorm- 
ally low birth rate from 1932 to 1935 and the 
resulting paucity of people in the 15-24 age 
groups currently—household formation should 
continue in a declining trend for the next two 
years (toward 600,000 per year). 

Thus, a final and most fundamental link in 
the highly involved economic chain of demand 
appears inevitably to be in a weakening trend. 
This basic fact following an extended period 
of abnormally high satisfaction of personal 
needs, and coupled with a greatly expanded 
productive capacity, suggests very strongly 
that the supply of goods in the country has 
caught up with demand. In fact, it would ap- 
pear that, barring a major war, our biggest 
problems ahead will revolve around sales, not 
production. 


Money Supply vs. Gross 
National Product 


Why then all this talk from Washington of 
the huge “inflationary gap” and the intense 
need for all kinds of controls?* Obviously, a 
great deal of talk is because there is not a 
universal agreement on my viewpoint. that 
there is a comfortable (possibly uncomfort- 
able) adequacy of supply for the demand for 
goods. 

* Recent action like last Wednesday’s elimination 
of Regulation W suggests that even the Government 


is less concerned with inflation these days; un- 
doubtedly there is more concern now about politics. 


iy 1952 


Moreover, even those who tend to agree 
with the concept of a rough balance between 
supply and demand, point out that there is 
still a huge money supply—and that is the 
hard core of inflation. It is true; our money 
supply (currency outside banks and adjusted 
private demand deposits) is well over three 
times the 1939 level; and over the longer-term 
basic economic factors, including prices, do 
tend to move into line with money supply. 

The question is—has ¢his adjustment also 
largely taken place? In this connection may I 
call your attention to Chart 12. 
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It is readily apparent from Chart 12 that 
the great growth in our money supply took 
place during World War II and that the in- 
crease since then has been quite small as the 
effects of sharply expanding private credit 
were considerably offset by both reduction 
and methods of financing the public debt. 
Even so, our money supply currently stands 
at a high level. High to what? 

While the money supply has been growing, 
so have all the other basic elements of the 
economy—population, employment, produc- 
tion, prices, etc. The one economic measure 
that refiects all of these basic elements is the 
Gross National Product which, as you all 
know, is the dollar measurement of the coun- 
try’s total output of goods and services. The 
ratio line of money supply to Gross National 
Product in Chart 12, therefore, puts our 
“high” money supply into sharper focus. 

You will notice immediately that after the 
war (1946) the ratio at 55% was high for a 
peacetime economy. This excessive money 
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supply condition naturally stimulated all 
phases of business activity, including prices, of 
course. As a result, the ratio of money supply 
to Gross National Product has been declining 
ever since. During the first-quarter of 1951 a 
sharp drop took place in this relationship. 
Since March, 1951 the current ratio of about 
35% has prevailed and our money supply in 
relation to the total dollar measurement of 
business activity is now right back at the 
prewar level of the 1930s. 

In short, there is substantial evidence that 
the 1946-51 postwar economic-growth adjust- 
ment of our money supply has been completed 
for the time being. Our money supply no 
longer appears abnormally large in relation 
to population, employment, unit production, 
commodity prices, and all the other factors 
that add up to the dollar value of goods and 
services to be moved in this country. Very 
likely this is another basic answer to the pres- 
ent seemingly mysterious reason for the rela- 
tive slowness of retail sales. 

Significantly, however, the present balance 
of (1) supply, (2) demand, and (3) money 
appears to have taken place at a very high 
level of business activity. Thus, as the follow- 
ing tabulation of several basic economic fac- 
tors suggests, I believe that 1952 as a whole 
will be another year of high business activity, 


even though the first half will probably mark _ 
the beginning of a cyclical downward trend of — 


business. 

In connection with the likelihood of 1952 
marking a major cyclical change of business 
trend, J want to emphasize this: In making 
economic (or stock market) analyses one must 
think of all the various factors involved as a 
function of a curve rather than the function 
of a point. I know that the latter approach is 
very popular; no doubt because it is easier. 
A simple projection of a trend from a given 
point in a trend will give a lot of excellent 
forecasts—but it will always be wrong at 
major turning points! And, difficult as they 
may be to detect, it is the major turning 
points in a business (or stock market) trend 
that are important. It is fairly easy to drive 
“well” at high speeds on a straight highway; 
it is the curves, especially the missed ones, 
that are important! 

Once a business (or stock market) trend 
has been established, momentum will carry it 
forward (or downward) for a period of time. 
After the end of World War II, for example, 
the (1) tremendous accumulated demand for 
consumers’ goods increased the (2) demand 
for capital goods—plant and equipment—and 
housing, which (3) increased employment and 
income, hence (4) the demand for consumers’ 


BASIC ECONOMIC LEVELS, CORPORATE EARNINGS AND DIVIDENDS 
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1. EMPLOYMENT-POPULATION 
Population (millions) 
Employed Workers (mils) ......... 

2. PRODUCTION 
F.R.B. Index of Industrial 


Production (1935-39100) ...... 110 


3. PERSONAL INCOME & 
EXPENDITURES (billions) 


1952 E 
1940 1948 1949 1950 1951 Avge. 
132 147 150.4 153.1 154.2 157.0 


463 475 594 587 59.9 61.0 61.0 


125 192 176 200 220 222 


Personal Income ...........esee005 $ 85.1 $ 78.3 $209.5 $205.1 $224.7 $251.1 260.0 

Personal Income After Taxes ....... 82.5 75.7 188.4 186.4 204.3 222.6 228.0 

Personal Consumer Expenditures ... 78.8 72.1 #177.9 180.2 193.6 205.5 211.0 
4. COMMODITY PRICES (BLS) 

Wholesale Index (1947-49=100) ... 61.9 51.1 104.4 99.2 103.1 114.8 110.0 

Consumers Index (1935-39100) .... 122.5 100.1 171.2 169.1 171.9 185.6 185.0 


5. CORPORATE EARNINGS & 


DIVIDENDS 
Dow Jones Industrials: 
Earnings Per Share ........... .. $ 19.94 $ 10.92 $ 23.07 $ 23.54 $ 30.70 $ 26.59 $ 22.00 
Dividends Per Share ............. 12.75 7.06 11.50 12.79 16.13 16.34 15.00 
All Corp. Earnings (bils.) ......... 8.4 64 20.7 17.3 22.8 18.0 16.5 
All Corp. Dividends (bils.) ........ 5.8 4.0 7.2 7.6 9.2 9.4 8.7 
E—Estimated 
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goods was reinforced, and (5) this alternate 
reinforcing of demand was accommodated by 
a relatively easy money policy. 

In a rising business trend, like in an air- 


plane, however, there is a “stall” point in the 
sky at which time (economic) gravity pulls 
in the other direction. In the case of the 
economy the “stall” point is reached after a 
capital-goods boom has expanded capacity 
beyond the immediate needs of consumers. 
The carefully marshalled evidence which I 
have just presented suggests quite strongly to 
me that the American economy is making a 
major cyclical turn in the election year of 
1952. Like a ship turning at sea, it is a slow 
process, but very likely the next significant 
sight we see will probably be our “economic 
wake” sometime a little later this year. 

Even now, however, and despite my expec- 
tations that most major economic indicators 
will reach new peaks in 1952, the “economic 
wake”’ of corporate earnings and dividends is 
already clear to all. All-corporate earnings 
after taxes are currently running at the lowest 
level since 1946; a “capitalistic ship” cannot 
keep going forward without its main source 
of power—corporate profits! Unfortunately, 
in this election year the battle cry seems to be 
“politics reign supreme; profits be damned.” 
Surely, the current economic scene must be 
watched carefully; it is replete with real and 

Valuation of Securities 

What about stock values in the kind of 
economy I have just described? 

As Chart 13 shows, the average stock’s 
(Dow Jones Industrials) latest reported earn- 
ings and dividends—the primary determinants 
of value—are still historically high, despite 
this past year’s decline. 

To be more specific about the historical 
price-to-value position of the Average stock, 
however, look at Chart 14 which shows the 
historical price/earnings ratio of the Average 
stock (Dow Jones Industrial). 

Today, the Average stock is selling for 
about 10.9 times earnings of the Dow Jones 
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Industrial companies—a relatively low P/E 
ratio on a long term basis. Undoubtedly, this 
historically “low” stock price position relative 
to earnings reflects a wide expectation of a 
further decline in earnings; and a further de- 
cline in corporate earnings is a logical expec- 
tation. 
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The stock market depends not only upon 
the level—but more particularly upon the 
trend—of earnings (after taxes) and divi- 
dends; and herein appears to lie a basic 
explanation for the current stock market un- 
certainty. As Chart 13 shows, earnings have 
been in a sharp downtrend during the past 
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year for the first time since 1942. The down- 
trend was especially pronounced in the third 
quarter of last year when the retroactive fea- 
tures of the Revenue Act of 1951 were recog- 
nized in corporate accounts. More important- 
ly, the last ten years’ uptrend in dividends 
also turned downward after mid-1951. The 
question now, therefore, is how far down are 
earnings and dividends likely to go. 
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Our careful analysis of the outlook for cor- 
porate sales, profit margins and taxes leads us 
to believe that earnings on the stocks com- 
prising the Dow Jones Industrial Average, 
earnings which were at an annual rate of 
about $38 per share in late 1950, and which 
averaged $26.59 for 1951—very likely will 
average about $22 per share in a moderate 
downtrend for 1952. Despite the downtrend in 
dividends which began at mid-year, they re- 
corded a new high average level of $16.34 last 
year. Due to the expected lower earnings and 
the tighter cash position of corporation this 
year, however, dividends may well decline to 
around the $15 per share level in 1952. 

Even on this basis, the “Average” stock 
does not appear statistically high. While it 
costs over 40% more to buy a dollar of cor- 
porate earnings today than it did a year ago, 
it still costs considerably less than it did at 
times in the past that have coincided with 
sharp market declines, i.e. 1929, 1937, and 
1946. 

Nevertheless, three very inidiiteibe factors 
should be remembered about the current P/E 
ratio in relation to previous long term levels. 

1. Neither the P/E ratio of 12.3 times 
reached in the third-quarter of last year, nor 
the current P/E ratio of 10.9 times is low for 
modern history. The average P/E ratio since 
World War II began in 1939 is 11.2 times. 
Wartime earnings—and the present ones (and 
likely the future’s) are so regarded—are never 
capitalized as high as peacetime earnings for 
obvious reasons. 

2. Moreover, the P/E ratio line is a curvi- 
linear relationship; not a linear one. High 
earnings are not capitalized at the same rate 
as low earnings. Low depression-like earnings 
have an “option-on-the-future” value (see 
1931-33 on Chart 13), whereas very high 
earnings reflect the materialization of previous 
expectations, and as “better” earnings become 
harder t- _.vision, the earnings capitalization 
rate d.vitines. One may pay 25 times for 25c 
earnings; he does not pay 25 times for $25 
earnings. 

3. Finally, earnings are declining sharply 
34 


relative to corporate net worth; and the de- 
cline would be more noticeably true if replace. — 


ment values were used in calculating net — 
worth. This basically unfavorable trend auto- — 


matically leads to lower capitalization of earn- — 

The changing stock yield picture is some- 
what similar to the changing P/E ratio pic- 
ture—stocks losing their relative attractive- 
ness. 


money, and the most fundamental basis for 


appraising securities is shown in Chart 15 _ 


(inverted scale). Since 1900, the average 
yield on common stocks has been 5.91%; 
since the war began in 1939, it has averaged 
5.55%. 
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At times in the past that have proven to be 
stock market peaks, however, an investor has 
received only about $32 to $36 per $1000 in- 
vested for assuming the risk of investing in — 
common stocks. Today, the income is about 
$60 per $1000 invested (Dow Jones Indus- 
trials). While this is somewhat lower than it 
was a year ago, it is about equal to the long 
term average, and it is still nearly twice as 
much as that obtainable on high grade bonds. 

Again, however, it must be recognized that 
while the /evel of yield is still generally favor- 


able to common stocks, the trend of yields has | 


been unfavorable for over a year. Since the 
Treasury-Federal Reserve Board “accord” in 
March, 1951, the yield on high grade bonds 
and preferred stocks has been gradually ris- 
ing. At the same time common stock yields 
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Yield—the income received on investment _ 
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have been falling moderately as prices rose 
(or held) and dividends declined moderately. 
While the yield-gap is still large, it must be 
admitted that the market’s strongest support 
since 1949 has been trending in a moderately 
unfavorable direction for stocks for the past 
year; and it appears that average dividends 
this year will be covered by the smallest mar- 
gin since 1942. 

While time does not allow a more detailed 
analysis of this basic No. 2 area of our invest- 
ment research—Valuation of Securities—let 
me say that multiple correlation of the various 
stock market factors discussed—earnings, 
dividends, etc. reveals that the current value 
of the Average stock in the Dow Jones Indus- 
trial Index is 252. (It was 315 when I was 
here a year ago). 

Technical Price Action 
of Securities 

What about the No. 3 area of investment 
research—the technical stock price picture? 

The current confusing stock market action 
is shown by numerous technical studies which 
we continuously make with regular line charts, 
point-and-figure charts, individual stock 
charts, market breadth and volume charts, 
relative price-action charts, etc. Obviously, I 
cannot discuss all of these hundreds of charts 
we keep in detail, but I would like to show 
you a few of them which show what investors 
are actually doing with their money regardless 
of what they should or should not be doing. 

First, here is a picture of where the average 
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stock in this market is selling, using the 
broadest and most correctly constructed stock 
“Average”—the Standard & Poor’s Index of 
365 stocks (Chart 16). You will notice that 
the average stock sold at an all-time high— 
above its 1929 high—in January of this year. 

The more familiar Dow Jones Industrial 
Index, currently at about 260, is still way 
below its 1929 high of over 380. I will not 
have the time today to explain the apparent 
paradox in average price levels. Suffice it to 
say that it is largely the result of the extreme- 
ly poor construction of the Dow Jones Aver- 
age; and that in fact the thirty stocks are 
much higher historically than they appear. 

More important, in any event, is a break- 
down of the relative price action of the 30 
individual stocks comprising the Index. This 
is shown in Chart 17 below.* 


This relative price action of the thirty indi- 
vidual Dow Jones stocks to Standard & Poor’s 
Composite Index (416) clearly shows that 
even though the Dow Jones Industrial Aver- 
age is still near its previous high, that there 
is a wide divergence in the relative price ac- 
tion of the 30 individua! stocks. 

At the present, only three stocks are defi- 
nitely in a relatively favorable uptrend. Six 
others are currently acting relatively favor- 
able, but are relatively high and should be 
watched closely for a turndown. Only two 
stocks are definitely unfavorable from a rela- 
tive standpoint, but fifteen others are acting 
relatively unfavorable and probably will con- 
tinue to do so before they turn relatively up. 

* — by Ray*Signals, the country’s out- 
standing rela’ stock price action organization. 
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The four remaining stocks are neutral—acting 
just about like the average stock—and they 
could turn relatively up or down. 

What this shows, of course, is that even 
though the Dow Jones Industrial Average of 
30 stocks is still close to its recent high, it is 
because 9 of the stocks have been acting so 
much better than the average stock that they 
have been able to keep the average up despite 
the fact that the other 21 stocks have been 
acting no-better-to-worse than the general 
market. 

This highly selective nature of the current 
stock market is even more pronounced in the 
relative price action of 72 stock groups. 

Since I was here a year ago (1) the general 
“market” average has stood still—up less than 
1%; yet (2) out of 72 stock groups, only 22 
have acted better than the average, 50 groups 
acting worse, and (3) only 5 of the better 
acting 22 groups really acted substantially 
better. In fact, only one major group of stocks 
—the oils—still maintain the relatively better 
uptrend they have had in this bull market 
since 1949. 

Since last September when inflation has not 
loomed so large in the investor’s mind, several 
previously favored groups have lost a great 
deal of their better-than-average market per- 
formance. This has been especially noticeable 
in the “wonder” stocks—the chemical and 
ethical drugs; and more lately in the rubber, 
fertilizer and mining stocks. In fact, quite dif- 
ferent types of stock groups have begun to 
hold their relative position and act better re- 
cently, i.e. retail chains, golds, dairy products, 
finance companies, tobaccos, utilities, etc.— 
the more stable, defensive stocks. The nature 
of the market, obviously, is changing. 

Now, I want to show you one more basic 
chart bearing on the technical price aspect of 
investment research. For several years, in con- 


junction with Mr. Hayes Ray of Ray*Signals, — 


we have been making a study of the relative 
price action of individual common stocks and 
groups of common stocks in an attempt to de- 
tect at an early stage a change in attitude of 
the investing public toward the whole market. 


This work could easily be a paper in itself, 
but for this particular occasion I will touch — 
only briefly on its general nature, the results, 


and its current condition. 


In every major trend of prices, either up or 
down, a certain number of stocks will be 
found to /ead the market trend, i.e., to ad- 


vance more, or to decline more, percentage- 
wise, than market averages. If the relative 


price studies mentioned above are followed for — 


each stock of a broad list of such leaders; and 


if it is found that one by one the trend leaders — 
are ceasing to lead; then by the time that 


about one-third of the leaders have so relapsed 
—begun to lag—the probability of a reversal 
of the trend of the whole market is strong. 
(As far as actual price movement is concerned 
the market’s current trend may well appear 
stronger than ever when this indication of 
probable reversal has been given). 

Of just as much practical importance is the 
probability of a trend continuing. In this con- 
nection it has been determined, by examina- 
tion of some 900 individual stocks of all types 
over the past eight years and some 200 cycli- 
cal type stocks as far back as was practicable 
from the data available (the early 1920s), 


that for as long as the lag rate did not exceed — 


15% of the trend leaders reversal of the trend 
was highly improbable. During such periods it 
would appear that investment management 


could be strongly reassured as to the sound- — 
ness of a policy fitted to a continuance of the — 


prevailing trend regardless of the level of 
stock prices. This information, of course, is of 
especial importance to investors who follow 
formula planning. 

In measuring the strength of each trend 
a fresh approach is taken after each turning 
point. Thus, the stocks used in endeavoring 
to recognize the next turning point are con- 
fined to those which display measurably 
greater-than-average price movement in the 
trend under observation. A wide selection is 
always used, of course, to overcome the effect 
of special developments that might be peculiar 
to one or a few companies or industries. 

The major turning points in stock market 
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movements of recent yoars were, alternately, 
peaks and valleys of 1929, 1932, 1937, 1942, 
1946 and 1949. Using first a lag rate of 33% 
among the cyclical leaders to detect the prob- 
ability of a turning point, how effective would 
the method have been? The 1929 signal would 
have occurred in January, eight months be- 
fore the market’s subsequent decline; in 1932 
it would have come in August, a month after 
the lows; in June, 1937, three months before 
the major decline; in February, 1941, four- 
teen months before the lows of the well-known 
indexes; in April, 1946, a month before the 
highs; and in November, 1949, five months 
after the lows. 

Thus, the indications would have been close 
to the peaks and valleys in all but 1929 and 
1942. In 1929, while the signal began some 
eight months before the peak, the warning was 
increased in intensity in every month there- 
after so that by August the lag rate had 
reached 73%. (The first break occurred in 
September). Recollection of the speed and 
severity of the 1929 decline when it occurred 
will leave little question of the desirability of 
having had the warning well in advance. It is 
interesting to note that just before the time 
of the big 1929 break in September (D.J. at 
380), 60% of all the individual stocks on the 
New York Stock Exchange were /ower than 
they had been in January, 1929 (when the 
D.J. was 320). 

In the 1941-42 period, the indication given 
by the method for a reversal of the preceding 
decline appeared to be early—in February, 
1941. The average of the leaders of the 200 
cyclical stocks of the preceding decline had 
in fact turned upward by that time, but the 
well-known indexes of the stock market (be- 
ing composed of less volatile tax-endangered 
issues) made their turn in April, 1942. Again, 
however, the majority of individual stocks 
made their lows in 1941. 

Where are we today? As Chart 18 shows, 
the “green light” for advancing prices of com- 
mon stock was on continuously through June, 
_ 1951 (from November 1, 1949)—never went 
_ above a 15% lag rate. It turned yellow—for 
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caution—in July, 1951, with an 18% lag rate. 
This rate has been building up sharply ever 
since and is currently at a 63% rate—except 
for 1929—the highest rate on record. Yet, 
during the past year the “market” has ap- 
peared strongest—going to a new high for 
over 20 years, and at 260 currently, it is ex- 
actly where it was a year ago. Still when I 
was here a year ago, only 7% of the stocks 
leading this bull market up had broken their 
uptrends; now 63% have done so. (See Chart 
18). 

Obviously, while the “market” has held at 
the same level since last May, a sharply in- 
creasing number of stocks that were formerly 
leading the uptrend have broken their indi- 
vidual uptrend to the “market.” 


While I want to make it emphatically clear 
that we do not regard this relative price work 
as a “pat” solution to timing the stock market, 
no more than we regard all the previously dis- 
cussed work as “it,” there is a strong evidence 
that the “market” has been slowly building a 
distributional top patiern for over a year. This 
may continue for sometime yet, and may even 
include a “blow off” to new “market” highs, 
but the combined indications do mot add up 
to a complacent attitude toward the stock 
market. 


37 


| 

= ‘ 


Investment Policy in this 
Transition Period 
Specifically, what kind of an investment 
pclicy should one have at this time in the 
1952 election year? Of course, as every pro- 
fessional manager of money knows, there is 
no such thing as an investment policy. There 
are several at all times, depending upon vary- 
ing investment objectives. What would seem 
most logical, however, for the average Ameri- 


tion now, and (3) while the mass investors’ — 


past year. 


This changing business and stock market 
scene is discomforting to the professional man. — 
ager of money, the same as it is to the average — 


American investor whose actions suggest that 


19. THE FULLY ADMINISTERED FUND’S 
AGGRESSIVE-DEFENSIVE® INVESTMENT POSITION 
a 
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can investors’ balanced account at this time? 

In this connection last year, I summarized 
my position by stating that— 

“An investment policy maker today, de- 
spite (1) the admitted strong economic out- 
look for the next year and (2) the demonstra- 
ble undervaluation of stocks in general, must 
(3) pay heed to the mass investors’ confusion 
as expressed in the strong cross-currents of 
actual securities’ price action.” 

Now what is the situation? (1) The strong 
economic picture of the past year, while still 
high, appears to be in the process of making 
a major cyclical top now, (2) the value of 
securities has been declining for the past year 
until the “demonstrable undervaluation” of a 


he is a bundle of fears, hopes, and confusion. — 
During such a period as the current one of | 
domestic economic transition, international — 


confusion, and investor-probing for a new base 
on which to rebuild his confidence, who can 
deny that combined investment risks appear 
high. The professional manager of money who 
invests according to the degree of risk in- 
volved must plan accordingly. Thus, two steps 
clearly suggest themselves for the sound man- 
agement of money: (1) build up buying re- 
serves, and (2) trade-up in the quality of 


Specifically, may I call your attention to | | : 
Chart 19 which shows the aggressive-defensive | | 


position of The Fully Administered Fund— 


confusion is still with us, the evidence seems — 
quite clear now that major distribution has — 
been going on in the stock market over the 
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our conservative Balanced Fund—which re- 
flects our ideas as to the sound distribution of 
an individual’s total investible assets at this 
time. 

You will note that because we felt that 
combined investment risks were so high be- 
fore the September-October (1951) break in 
the stock market, we placed about 60% of 
the Fund’s assets in cash and highest grade 
bonds (mostly relatively short Governments). 
While this buying reserve has ranged from 
57% to 63% and several individual stocks 
have been bought and sold to strengthen this 
Fund during the past seven months, the ap- 
proximate 60% buying reserve position is still 
in effect. In the normal course of events this 
is regarded as the maximum defensive position 
we would suggest. 

As Chart 19 shows, this currently highly de- 
fensive position has been gradually worked 
up to since June, 1949 when we approximated 
what we regard as our most aggressive posi- 
tion (80% aggressive and 20% defensive) in 
this Fully Administered Fund. We liked the 
stock market very much at that time. This 
does not necessarily mean that we do not like 
the stock market at all now; we only like it 
about Aalf as well as then. 

Maybe I can best explain the logic of a 
“half-and-half” investment policy at this time 
by illustrating it on this chart (20) which 
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shows the growth of population in this coun- 
try since 1790. Since then, as you can see, our 
population has grown from a few millions to 
about 156 millions currently. 

Our country’s growing population is the 
basic growth curve on which to plan an invest- 
ment management program. People are the 
basis of our whole eccnomy—they are the 
basic source of consumption, production, and 
money. People really are what make the 
economy tick—GROW. 

As a result, the stock market, being a re- 
flection of economic growth, tends to move 
upward with the population growth. But, it 
moves upward in a much more gyrating 
fashion as it reflects the periodic over-expan- 
sion of our productive capacity in relation to 
our more slowly but steadily growing popula- 
tion and its accompanying needs for consump- 
tion. 
As I have discussed here in some detail to- 
day, it is currently our view that we are work- 
ing our way into one of those periodic over- 
expansion business phases; and that we are 
much closer to point “X” in the stock market 
than we are to point “Y.” (See Chart 20). 
As a result, for the overall balanced position 
of a total investment account, I feel that this 
is a good time to have a substantial buying 
reserve until the foggy “smoke screen” of this 
election year 1952 clears considerably. 

Nevertheless, I want to make it clear that 
our population is in a strong growth phase, 
and that by 1960 there will probably be 175 
million people in America—nearly 20 million 
more than now. 

While, as Chart 9 shows, there is a “hollow 
spot” in our population and family formation 
demand for the intermediate period ahead, the 
huge “baby crop” of the 1940’s practically 
insures tremendous business growth after an 
intervening “economic burp.” 

Thus, while currently I would confine my 
purchases as much as possible to the high 
quality type of stocks which “hug the total 
population” growth curve, I still feel that all 
investors at this time should have at least 
40% of their investible assets in good, sound, 
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dividend-paying common stocks of our coun- 
try’s leading productive corporations for long- 
term investment. This is the specific invest- 
ment policy we follow in our fully-invested 
Common Stock Fund. 

It is not a contradiction to think that the 
longer term direction of stock prices is up, 
and also believe that the current potential ele- 
ments of danger require a cautious investment 


policy at this time. I realize that the overall ay 
implication of my analysis today does notes 


make a very popular story. In this connection, 


I do sincerely hope that I can come back herey 
next year and be as unreservedly bullish as it) 
was my pleasure to be here in 1949. In the! 
meantime, I am not trying to win a popularity} © 
contest; just trying to avoid undue investment} 


The Business Outlook for the Second Half of 1952 


(continued from page 5) 

If aggregate demand rises as projected dur- 
ing the latter part of 1952 the decline of the 
wholesale price level should be checked and 
a slight rise occur. Such commodities as hogs, 
hides, and wool which have suffered prolonged 
decline in price seem already to have begun 
to recover. If large wage increases in steel and 
other key industries occur without discourag- 
ing construction or the purchase of durable 
goods the likelihood of a rise of prices will 
increase. 

The federal government has just begun to 
borrow the money to finance the cash deficit 
of several billions which is in store for the rest 
of 1952. If some of this has to be borrowed 
from commercial banks another factor work- 
ing for higher prices will have been added. 
Even so, the odds seem that the Bureau of 
Labor Statistics index of consumer prices, 
which has continued firm through many 


- past year seem about due for some recovery, 


not advance much in 1952. 

The exceptional stability over the past yell : 
of the Federal Reserve index of the physical | ~ 
volume of industrial production has already 
been mentioned. The preliminary estimate for | 
April is 216. Some of the depressed compo- 
nents which have restrained this index the 


Other components may be due for some de 
cline. But if the general appraisal here offered 
comes close to the facts, the industrial pro- 
duction index, unless affected by paralyzing 
strikes, should average at least 225 during 
the fourth quarter of this year. 

The mild expansion here forecast does not 
mean for a majority of firms that the making 
of profits will be easy. Most companies will 
face strong competitive pressures and the} 
problem of earning a satisfactory return in 
spite of high taxes and rising costs. 
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BY THE BUREAU OF BUSIVESS RESEARCH 


"BUSINESS CONFIDENCE AND BUSINESS ACTIVITY 
_A-CASE STUDY OF THE RECESSION OF 1937 


Michigan Business Study, Vol. X, Wo. 2. 
By Dovaras A. Havzs, Ph.D. 


the 1936-38 period with the objective of appraising the significant factors leading 


to the sharp downturn in business activity in the fall of 1937. Attention is specifically 


directed to: (1) the impact of rising costs on business decisions, (2) conditions in the 


capital markets with reference to monetary policies followed during this period, 


(3) the relationship of deficit financing and other New Deal policies to consumer and 
tations of business management during the subsequent recovery. 


- 130 pages, paper bound, price $2.00 


DEPARTMENTAL MERCHANDISING RESULTS 
IN SMALL DEPARTMENT STORES, 1950 


Michigan Business Report, No. 21 
By Evcar H. Gautr, Ph.D. 


For the year 1950, Departmental Merchandising Results include changes in Sales — 
Volume, Markdowns, Stock Sales Ratios, Original Mark-up, Purchase Discounts, 
Gross Margin, and other operating ratios for each month and for the year. These 
ratios are given for thirty-nine important departments and for total store, Store 
euneutives fied these ratios 


~ 35 pages, paper bound, price $1.00 


ORDERS: Address orders to Umiverstry or Micusoan Pazss, 
311 Maynard Street, Ann Arbor, Michigan 
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Recent Publications — 


By the BUREAU OF BUSINESS 


By Wilford J. Eiteman, PhD, N. Davison, PhD. 


This study “Why, 
and under what circumstances, should a manufacturer 
lease rather than purchase land, build and ma- 


Ronald S. Johnson 


REPORT NO. 18 | acteristics and the Iaborforce attachment of people 


BRITAIN: A CASE STUDY FOR AMERICANS 


+3 ve that the social trends of a great country so 
VOLUME X to our own in language, culture and ideals . . will 
3 be significant for a prognosis of our future, and even 


STUDY NO. 3 more as a basis for g trends that should be Me 
avoided or di 


A STUDY OF PEOPLE WHO HAVE EXHAUSTED UNEM- 
AW ACHEIVE LABOR MAREES 


WAGE TRENDS, AND INCOME DISTRIBU: 


TION, 1914-1947 
By Harold M. Levinson, Ph.D. 


power, raise money wage 
rates without causing some oF ployer reaction 
bs price or copies’ fir labex, 
‘and thereby causing some sy 
122 pages spaper bound price $2.00 


Copies may be ordered from 


THE UNIVERSITY OF MICHIGAN PRESS. 
Maynard Sereet Ann Arbor, Michigant 


INCING AND SELLING DEVICE 
REPORT NO. 20 (Ghimery ne sole of the authors has been 3 
develop a theory of the use of the lease. 
j 
| 108 pages doth bound price $2.50 
© | 
This study, as a result of interviews, attempts fe 
labor market. single copies _ 
61 pages paper bound free upon request 
‘ 
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